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ecutlng  a  Waiver,  Form  870;  and  that  an  aa- 
sessment  of  the  tax  with  respect  to  such 
adjustment  Is  made  In  1968.  Although  a 
correlative  adjustment  would  not  have  an 
effect  on  T’s  U.S.  Inoome  tax  liability,  an 
adjustment  in  T’s  Inoome  for  1966  shall  be 
deemed  to  have  been  made  In  1968  for  the 
purposes  of  determining  the  amount  of  Y's 
earnings  and  profits,  and  for  any  other  effect 
It  may  have  on  any  person's  tJB.  income 
tax  liability  for  any  taxable  year.  If  re¬ 
quested,  the  district  director  shall  notify  T 
In  writing  of  the  amount  and  nature  of  the 
allocation  which  Is  deemed  to  have  been 
made. 

(3)  In  making  distributions,  appor¬ 
tionments,  or  allocations  between  two 
members  of  a  gp*oup  of  controlled  entitles, 
the  district  director  shall  consider  the  net 
effect  upon  such  members  of  an  arrange¬ 
ment  between  them  for  reimbursement 
in  the  taxable  year  or  within  a  reason¬ 
able  period  before  or  after  the  taxable 
year  if  the  taxpayer  can  establish  that 
such  an  arrangement  in  fact  existed 
during  the  taxable  year  under  considera¬ 
tion.  For  example,  assume  that  one 
member  of  a  group  performs  services 
which  benefit  a  second  member,  which 
would  in  itself  appear  to  require  an  allo¬ 
cation  to  reflect  an  arm’s  length  charge 
for  the  performance  of  such  services. 
Assume  further  that  the  first  member 
can  establish  that,  as  a  part  of  the  ar¬ 
rangement  between  the  members,  the 
second  member  performs  other  services 
which  are  intended  to  benefit  the  first 
member;  or  gives  consideration  in  some 
other  form,  such  as  by  selling  products 
to  the  first  member  at  a  discount,  or 
purchasing  products  from  the  first  mem¬ 
ber  at  a  price,  or  paying  royalties  in  an 
amount  which  is  Intended  as  reimburse¬ 
ment  for  such  services.  In  such  case,  the 
v^ue  of  the  services  or  other  considera¬ 
tion  of  the  second  member  will  be  setoff 
against  the  allocation  which  would 
otherwise  be  made.  However,  the  setoff 
will  not  be  recognized  if  its  effect  is  to 
change  the  characterization  or  source  of 
the  income  or  deductions,  or  otherwise 
distort  taxable  income,  in  such  a  manner 
as  to  affect  the  UH.  tax  liability  of  any 
member.  In  such  case,  allocations  will 
be  made  to  refiect  the  correct  amount  of 
each  category  of  income  or  deductions. 
(See  S  1.482-2(d)  (4)  for  rules  relating 
to  certain  cost  sharing  arrangements 
with  respect  to  the  development  of  in¬ 
tangible  property.)  The  principles  of 
this  sut^ragraph  may  be  Illustrated  by 
the  following  examples,  in  each  of  which 
it  is  assumed  that  P  and  S  are  calendar 
year  corporations  and  are  both  members 
of  the  same  group  of  controlled  entities: 

Example  {!).  P  performs  services  In  1966 
for  the  benefit  of  8  In  connection  with  8’s 
manufacture  and  sale  of  a  product.  8  does 
not  pay  P  for  such  services  In  1966,  but  In 
consideration  for  such  services,  agrees  In  1966 
to  pay  P  a  percentage  of  the  amount  of  futtire 
sales  of  the  product  In  1966  through  1970. 
In  1966  It  appeared  this  agreement  would  pro¬ 
vide  adequate  compensation  for  the  services. 
No  allocation  wlU  be  made  with  respect  to  the 
services  performed  by  P. 

Example  (2).  P  renders  services  to  8  In 
connection  with  the  construction  of  8’s  fac¬ 
tory.  An  arm's  length  charge  for  such 
services,  determined  under  paragr^h  (b)  <tf 
1  1.483-2,  would  be  9100,000.  P  also  makes 


available  to  8  a  machine  to  be  used  In  such 
construction,  an  arm’s  length  charge  for 
which  under  paragraph  (c)  of  such  sec¬ 
tion,  would  be  928,000.  P  bills  8  9128,000  for 
the  services,  but  does  not  bill  for  the  use  of 
the  machine.  No  allocation  wlU  be  made 
with  respect  to  the  excessive  charge  for  serv¬ 
ices  or  the  undercharge  for  the  machine  If 
P  can  establish  that,  pursuant  to  an  arrange¬ 
ment,  the  excessive  charge  for  services  con¬ 
stituted  reimbursement  for  use  of  the 
machine,  and  If  the  taxable  Incomes  and  In¬ 
come  tax  liabilities  of  P  end  8  are  not 
distorted. 

Example  (2) .  Assume  the  same  facts  as  in 
example  (2),  except  that.  If  P  had  reported 
the  928.(X)0  as  rental  Income  and  928,000  less 
service  Income,  It  would  have  been  subject 
to  the  tax  on  personal  holding  companies. 
Allocations  will  be  made  to  refiect  the  cor-' 
rect  amounts  of  rental  Income  and  service 
Income. 

(4)  If  the  members  of  a  group  of  con¬ 
trolled  taxpayers  engage  in  transactions 
with  one  another,  the  district  director 
may  distribute,  apportion,  or  allocate  in¬ 
come,  deductions,  credits,  or  allowances 
to  refiect  the  true  taxable  income  of  the 
individual  members  under  the  standards 
set  forth  in  this  section  and  in  9  1.482-2 
notwithstanding  the  fact  Uiat  the  ulti¬ 
mate  Income  anticipated  from  a  series  of 
transactions  may  not  be  realized  or  is 
realized  during  a  later  period.  For  ex¬ 
ample,  if  one  member  of  a  controlled 
group  sells  a  product  at  cost  to  a  second 
member  of  the  group  in  1  taxable  year 
and  the  second  member  resells  the  prod¬ 
uct  to  an  unrelated  party  in  the  next 
taxable  year,  the  district  director  may 
make  an  apprc^riate  allocation  to  reflect 
an  arm’s  length  price  for  the  sale  of  the 
product  in  the  first  taxable  year,  not¬ 
withstanding  that  the  second  member  of 
the  group  had  not  realized  any  gross 
Income  from  the  resale  of  the  product  in 
the  first  year.  Similarly,  if  one  member 
of  a  group  lends  money  to  a  second  mem¬ 
ber  of  the  group  in  a  taxable  year,  the 
district  director  may  make  an  appro¬ 
priate  allocation  to  reflect  an  arm’s 
length  charge  for  interest  during  such 
taxable  year  even  if  the  second  member 
does  not  realize  Income  during  such  year. 
’The  provisions  of  this  subparagraph 
apply  even  if  the  gross  income  contem¬ 
plated  fn»n  a  series  of  transactions  is 
never,  in  fact,  realized  by  the  other 
members. 

(5)  Section  482  may,  when  necessary 
to  prevent  the  avoidance  of  taxes  or  to 
clearly  reflect  Income,  be  applied  in  cir¬ 
cumstances  described  in  sections  of  the 
Code  (such  as  sec.  351)  providing  for 
nonrecognitkm  of  gain  or  loss.  See,  for 
example.  National  Securities  Corporation 
V.  Commissioner  of  Internal  Revenue. 
137  F.  2d  600  (3d  Clr.  1943) ,  cert,  denied 
320  U.S.  794. 

(6)  If  payment  or  reimbursonent  for 
the  sale,  exchange,  or  use  of  property,  the 
rendition  of  services,  or  the  advance  of 
other  consideration  among  members  of 
a  group  of  controlled  entitles  was  pre¬ 
vented,  or  would  have  been  prevented,  at 
the  time  of  the  transaction  because  of 
currency  or  other  restrictions  imposed 
under  the  laws  of  any  foreign  country, 
any  distributions,  apportlmunents,  or  al¬ 
locations  which  may  be  made  under 
section  482  with  respect  to  such  trans¬ 


actions  may  be  treated  as  deferrable 
income  or  deductions,  providing  the  tax¬ 
payer  has,  for  the  year  to  which  the  dis¬ 
tributions,  apportionments,  or  alloca¬ 
tions  relate,  elected  to  use  a  method  of 
accoimting  in  which  the  reporting  of  de¬ 
ferrable  income  is  deferred  imtll  the  in- 
c(xne  ceases  to  be  deferrable  income. 
Under  such  method  of  accounting,  re¬ 
ferred  to  in  this  section  as  the  deferred 
income  method  of  accounting,  any  pay¬ 
ments  or  reimbursements  which  were 
prevented  or  would  have  been  prevented, 
and  any  deductions  attributable  directly 
or  indirectly  to  such  payments  or  reim¬ 
bursements,  shall  be  deferred  until  they 
cease  to  be  deferrable  under  such  method 
of  accounting.  If  such  method  of  ac¬ 
counting  has  not  been  elected  with  re- 
si>ect  to  the  taxable  year  to  which  the 
allocations  under  section  482  relate,  the 
taxpayer  may  elect  such  method  with 
resi)ect  to  such  allocations  (but  not  with 
respect  to  other  deferrable  income)  at 
any  time  before  the  first  occurring  of  the 
following  events  with  respect  to  the 
allocations: 

(i)  Execution  of  Form  870  (Waiver  of 
Restrictions  on  Assessment  and  Collec¬ 
tion  of  Deficiency  in  Tax  and  Acceptance 
of  Overassessment) ; 

(il)  Expiration  of  the  period  ending  30 
days  after  the  date  of  a  letter  by  which 
the  district  director  transmits  an  exam¬ 
ination  repx>rt  notifying  the  taxpayer  of 
proi>osed  adjustments  reflecting  such  al¬ 
locations;  or 

(ill)  Execution  of  a  closhig  agreement 
or  offer-ln-compromlse. 

The  principles  of  this  subparagraph  may 
be  Illustrated  by  the  following  example 
in  which  it  is  assumed  that  D,  a  domes¬ 
tic  corporation,  and  F,  a  foreign  cor- 
Ix>ratlon.  are  members  of  the  same  group 
of  controlled  entitles: 

Example.  D.  which  Is  In  the  business  of 
rendering  a  certain  type  of  service  to  un¬ 
related  parties,  renders  such  services  for  the 
benefit  of  F  in  1966.  The  direct  and  Indirect 
costs  allocable  to  such  services  are  960,000, 
and  an  arm’s  length  charge  for  such  serv¬ 
ices  U  9100,(X>0.  Assume  that  the  district 
director  proposes  to  Increase  D’s  Income  by 
9100,000,  but  that  the  country  In  which  F 
Is  located  would  have  blocked  payment  In 
1968  for  such  services.  If,  prior  to  the  first 
occurring  of  the  events  described  In  subdivi¬ 
sions  (1),  (11).  or  (lU)  of  this  subparagraprfi, 
D  elects  to  use  the  deferred  Income  matnod 
of  accounting  with  respect  to  such  alloca¬ 
tion.  the  9100.000  allocation  and  tl^  960,000 
of  costs  are  deferrable  tmtU  such  amounts 
oease  to  be  deferrable  under  D’s  method  of 
accounting. 

Par.  2.  There  is  added  immediately 
after  9  1.482-1  the  following  new  section: 

§  1.482—2  Determination  of  taxable  in¬ 
come  in  specific  situations. 

(a)  Loans  or  advances — (1)  In  gen¬ 
eral.  Where  one  member  of  a  group  of 
controlled  entities  makes  a  loan  or  ad¬ 
vance  directly  or  indirectly  to,  or  other¬ 
wise  becomes  a  creditor  of,  another  mem¬ 
ber  of  such  group,  and  charges  no  inter¬ 
est.  or  charges  interest  at  a  rate  which 
is  not  equal  to  an  aim’s  length  rate  as 
defined  in  subpcuragraph  (2)  of  this  para¬ 
graph.  the  district  director  may  make 
expropriate  allocations  to  reflect  an 
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arm’s  length  interest  rate  for  the  use  of 
such  loan  or  advance. 

(2)  Arm’s  length  interest  rate.  For 
the  purposes  of  this  paragraph,  the  arm’s 
len^h  interest  rate  shall  be  the  rate  of 
interest  which  was  charged,  or  would 
have  been  charged  at  the  time  the  in¬ 
debtedness  arose,  in  independent  trans¬ 
actions  under  similar  circumstances 
considering  the  amoimt  of  the  loan,  the 
security  involved,  the  credit  standing  of 
the  borrower,  the  interest  rate  prevail¬ 
ing  at  the  situs  of  the  lender  or  creditor 
for  comparable  loans,  and  all  other  rele¬ 
vant  facts.  If  the  creditor  was  not  reg¬ 
ularly  engaged  in  the  business  of  making 
loans  or  advances  of  the  same  general 
type  as  the  loan  or  advance  in  question 
to  unrelated  parties,  the  arm’s  length 
rate  for  purposes  of  this  paragraph  shall 
be — 

(i)  The  rate  of  interest  actually 
charged  if  at  least  4  but  not  in  excess 
of  6  percent  per  annum  simple  inter¬ 
est,  or 

(ii)  Five  percent  per  annum  simple 
interest  if  no  interest  was  charged  or 
if  the  rate  of  interest  charged  was  less 
than  4,  or  in  excess  of  6,  percent  per 
annum  simple  interest, 

unless  the  taxpayer  establishes  a  more 
appropriate  rate  under  the  standards  set 
forth  in  the  first  sentence  of  this  sub- 
paragraph.  For  purposes  of  this  sub- 
paragraph  loans  or  advances  shall  be 
considered  to  be  of  the  same  general 
type  if  they  are  described  in  the  same 
subdivision  of  subparagraph  (3)  of  this 
paragraph.  Thus,  the  extension  of 
credit  on  sales  in  the  ordinary  course 
of  a  member’s  business  is  not  a  loan  or 
advance  of  the  same  general  type  as  a 
loan  of  money  which  does  not  arise  out 
of  sales,  leases,  the  rendition  of  services, 
or  similar  transactions,  since  they  are 
not  described  in  the  same  subdivision 
of  subparagraph  (3)  of  this  paragraph. 
Notwithstanding  the  other  provisions  of 
this  subparagraph,  if  the  loan  or  ad¬ 
vance  represents  the  proceeds  of  a  loan 
obtained  by  the  lender  at  the  situs  of 
the  borrower  the  arm’s  length  rate  shall 
be  equal  to  the  rate  actually  paid  by  the 
lender,  unless  the  taxpayer  establishes 
a  more  appropriate  rate  under  the  stand¬ 
ards  set  forth  in  the  first  sentence  of 
this  subparagraph. 

(3)  Loans  or  advances  to  which  sub- 
paragraph  (i)  applies.  Subparagraph 
(1)  of  this  paragraph  applies  to  all  forms 
of  bona  fide  indebtedness  and  includes: 

(i)  Loans  or  advances  of  money  or 
other  consideration  (whether  or  not  evi¬ 
denced  by  a  written  instrument),  and 

(ii)  Indebtedness  arising  in  the  ordi¬ 
nary  course  of  business  out  of  sales, 
leases,  or  the  rendition  of  services  by  or 
between  members  of  the  group,  or  any 
other  similar  extension  of  credit. 

Subparagraph  (1)  of  this  paragraph  does 
not  apply  to  alleged  indebtedness  which 
was  intended  by  the  parties  to  be  a  con¬ 
tribution  of  capital  or  a  distribution  by 
a  corporation  with  respect  to  its  shares. 
The  real  intent  of  the  parties  must  be 
determined  by  considering  all  the  sur¬ 
rounding  facts  and  circumstances.  The 
interest  period  shall  commence  at  the 
date  the  indebtedness  arises,  except  that 


with  respect  to  indebtedness  described  in 
subdivision  (ii)  of  this  subparagraph  that 
is  not  evidenced  by  a  written  instrument 
requiring  payment  of  interest,  the  in¬ 
terest  period  shall  not  commence  until 
a  date  6  months  after  the  date  the  in¬ 
debtedness  arises,  or  until  a  later  date 
if  the  taxpayer  is  able  to  demonstrate 
that  either  it  or  others  in  its  industry,  as 
a  regular  trsule  practice,  permit  com¬ 
parable  balances  in  the  case  of  similar 
transactions  with  unrelated  parties  to 
remain  outstanding  for  a  longer  period 
without  charging  interest.  For  the  piu*- 
pose  of  determining  the  period  of  time 
for  which  a  balance  is  outstanding,  pay¬ 
ments  or  credits  shall  be  applied  against 
the  earliest  balance  outstanding,  unless 
the  taxpayer  applies  such  payments  or 
credits  in  some  other  order  on  its  books 
in  accordance  with  an  agreement  or  un¬ 
derstanding  of  the  parties  or  a  require¬ 
ment  of  applicable  local  law. 

(b)  Performance  of  services  for  an¬ 
other — (1)  General  rule.  Where  one 
member  of  a  group  of  controlled  entities 
performs  marketing,  managerial,  admin¬ 
istrative,  technical,  or  other  services  for 
the  benefit  of,  or  on  behalf  of,  another 
member  of  the  group  without  charge  or 
at  a  charge  which  is  not  equal  to  an  arm’s 
length  charge,  the  district  director  may 
make  iq>propriate  allocations  to  reflect 
an  arm’s  length  charge  for  such  services. 

(2)  Benefit  test,  (i)  Allocations  may 
be  made  to  reflect  arm’s  length  charges 
with  respect  to  services  undertaken  for 
the  Joint  benefit  of  the  members  of  a 
group  of  controlled  entities,  as  well  as 
with  respect  to  services  i>erformed  by  one 
member  of  the  group  exclusively  for  the 
benefit  of  another  member  of  the  group. 
Any  allocations  made  shall  be  consistent 
with  the  relative  benefits  intended  from 
the  services,  based  upon  the  facts  known 
at  the  time  the  services  were  rendered, 
and  shall  be  made  even  if  the  potential 
benefits  anticipated  are  not  realized.  No 
allocations  shall  be  made  if  the  probable 
benefits  to  the  other  members  were  so 
Indirect  or  remote  as  to  be  negligible.  In 
general,  allocations  may  be  made  if  the 
service,  at  the  time  it  was  performed, 
related  to  the  carrying  on  of  an  activity 
by  another  member  or  was  intended  to 
benefit  another  member,  either  in  the 
member’s  overall  operations  or  in  its  day- 
to-day  activities.  The  principles  of  this 
subdivision  may  be  illustrated  by  the  fol¬ 
lowing  examples  in  each  of  which  it  is 
assumed  that  D  and  F  are  corporate 
members  of  the  same  group  of  controlled 
entities: 

Example  {!).  D's  production  vice  presi¬ 
dent  and  two  technicians  travel  to  F’s  plant 
and  spend  4  weeks  reviewing  operations  and 
giving  Instructions  for  Improving  operations. 
The  district  director  may  make  an  appro¬ 
priate  allocation  to  reflect  an  arm's  length 
charge  for  the  rendering  of  these  services  be¬ 
cause  they  were  Intended  for  the  beneflt  of  F. 

Example  (2) .  D  operates  a  chain  of  hotels 
In  the  United  States,  and  F  op«tttes  hotels 
under  D's  name  In  a  foreign  country.  F’s 
hotels  are  frequently  visited  by  n.S.  citizens 
traveling  abroad.  D  Incurs  costs  for  ad¬ 
vertising  all  the  hotels  with  its  name  (both 
domestic  and  foreign)  In  advertising  media 
In  the  United  States.  Although  such  adver¬ 
tising  was  prhnarlly  Intended  to  beneflt  D’s 


U.S.  operations  by  Improving  Its  reputation 
as  an  International  operatw  of  hotels.  It  was 
reasonable  to  anticipate  that  there  would 
be  substantial  benefits  to  F  resulting  from 
patronage  by  U.S.  citizens  traveling  abroad 
who  responded  to  D's  advertising.  Therefore, 
the  district  director  may  make  an  appro¬ 
priate  allocation  to  reflect  an  arm’s  length 
charge  for  a  reasonable  part  of  D's  advertis¬ 
ing  of  F's  hotels,  taking  into  account  the 
value  of  any  advertising  done  by  F  which 
was  Intended  to  beneflt  D. 

Example  (3).  D's  president  travels  to  F's 
situs  and  reviews  operations  of  F  In  order  to 
report  to  D’s  board  of  directors.  A  copy  of 
the  report  .which  was  submitted  to  D's  board 
Is  sent  to  F's  management.  No  allocation 
with  respect  to  this  activity  may  be  made 
because  the  activity  was  undertaken  for  the 
beneflt  of  D,  and  any  beneflt  to  F  was  too 
indirect. 

(ii)  Allocations  will  generally  not  be 
made  if  the  service  Is  merely  a  duplica¬ 
tion  of  a  service  which  the  related  party 
has  independently  performed  or  is  per¬ 
forming  for  itself.  In  this  connection, 
the  ability  to  independently  perform  the 
service  (in  terms  of  qualification  and 
availability  of  personnel)  shall  be  taken 
into  accoimt.  The  principles  of  this 
subdivision  may  be  illustrate  by  the  fol¬ 
lowing  examples,  in  each  of  which  it  is 
assumed  that  D  and  F  are  corporate 
members  of  the  same  group  of  (x>ntrolled 
entities: 

Example  (i).  At  the  request  of  F,  the  fi¬ 
nancial  staff  of  D  makes  an  analysis  to  de. 
termine  the  amount  and  source  of  the  bor¬ 
rowing  needs  of  F.  F  does  not  have  person¬ 
nel  qualified  to  make  the  analysis,  and  It 
does  not  undertake  the  same  analysis.  The 
district  director  may  make  an  appropriate 
allocation  to  reflect  an  arm's  len^h  charge 
for  such  analysis. 

Example  (2).  F,  which  has  a  qualified 
financial  staff,  makes  an  analysis  to  deter¬ 
mine  the  amount  and  source  of  Its  borrow¬ 
ing  needs.  Its  report,  recommending  a  loan 
from  a  bank,  is  submitted  to  D.  D's  financial 
staff  reviews  the  analysis  to  determine 
whether  D  should  advise  F  to  reconsider  Its 
plan.  No  allocation  should  be  made  with 
respect  to  D’s  review. 

(3)  Arm’s  length  charge.  For  the 
purposes  of  this  paragraph  an  arm’s 
length  charge  for  services  rendered  shall 
be  the  amoimt  which  was  charged  or 
would  have  been  charged  for  the  same  or 
similar  services  in  independent  transac¬ 
tions  with  unrelated  parties  under  sim¬ 
ilar  circumstances  considering  all  rele¬ 
vant  facts.  However,  if  the  services 
rendered  are  not  services  which  are  part 
of  a  trade  or  business  (as  described  in 
subparagraph  (7)  of  this  paragraph), 
the  arm’s  length  charge  shall  be  deemed 
to  be  equal  to  the  costs  or  deductions  in¬ 
curred  with  respect  to  such  services  by 
the  member  or  members  rendering  such 
services  unless  the  taxpayer  establishes  a 
more  appropriate  rate  under  the  stand¬ 
ards  set  forth  in  the  first  sentence  of  this 
subparagraph. 

(4)  Costs  or  deductions  to  be  taken 
into  account,  (i)  Where  the  amount  of 
an  arm’s  length  charge  for  services  is 
determined  with  reference  to  the  costs 
or  deductions  incurred  with  respect  to 
such  services,  it  is  necessary  to  take  into 
account  on  some  reasonable  basis  all  the 
costs  or  deductions  which  are  directly  or 
indirectly  related  to  the  service  per¬ 
formed. 
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(11)  Direct  costs  or  deductions  are 
those  Identified  specifically  with  a  par¬ 
ticular  service.  These  include,  but  are 
not  limited  to,  costs  or  deductions  for 
compensation,  bonuses,  pension  plan  con¬ 
tributions,  and  travel  expenses  attribut¬ 
able  to  emi^oyees  directly  engaged  in  per¬ 
forming  such  services,  for  material  and 
supplies  directly  consumed  in  rendering 
such  services,  and  for  other  costs  such 
as  the  cost  of  overseas  cables  In  connec¬ 
tion  with  such  services. 

till)  Indirect  costs  or  deductions  are 
those  which  relate  to  more  than  one  ac¬ 
tivity  or  service,  and  are  not  exclusively 
Identified  with  a  particular  activity  or 
service  but  which  relate  to  the  direct 
costs  referred  to  in  subdivision  (11)  of 
this  subparagraph.  Indirect  costs  or  de¬ 
ductions  include  costs  or  deducticms  with 
respect  to  utilities,  occupancy,  super¬ 
visory  and  clerical  compensation,  and 
other  overhead  burden  of  the  depart¬ 
ment  incurring  the  direct  costs  or  de¬ 
ductions  referred  to  in  subdivision  (11) 
of  this  subparagraph.  Indirect  costs  or 
deductions  also  may  include  an  appro¬ 
priate  share  of  the  costs  or  deductions 
relating  to  supporting  departments  and 
other  applicable  general  and  adminis¬ 
trative  expenses  to  the  extent  reasonably 
allocable  to  a  particular  service  or  ac¬ 
tivity.  Thus,  for  example,  if  a  domestic 
corporation’s  advertising  department 
performs  services  for  the  direct  benefit 
of  a  foreign  subsidiary,  in  addlticm  to 
direct  costs  of  such  department,  such 
as  salaries  of  employees  and  fees  paid 
to  advertising  agencies  or  consultants, 
which  are  attributable  to  such  foreign 
advertising,  indirect  costs  must  be  taken 
into  account  on  some  reasonable  basis 
in  determining  the  amoimt  of  costs  or 
deductions  with  respect  to  which  the 
arm’s  Imgth  charge  to  the  foreign  sub¬ 
sidiary  is  to  be  determined.  These  might 
include  depredation,  rent,  property 
taxes,  other  costs  of  occupancy,  and 
other  overhead  costs  of  the  advertising 
department  itself,  and  allocations  of 
costs  from  other  departments  which 
service  the  advertising  department,  such 
as  the  personnel,  accounting,  payroll,  and 
maintenance  departments,  and  other  ap¬ 
plicable  general  and  adn^lnlstrative  ex¬ 
penses  indudlng  compensation  of  top 
management. 

(5)  Costs  and  deductions  not  to  be 
taken  into  account.  Indirect  interest 
expense  on  indebtedness  not  incurred 
specifically  for  the  benefit  of  another 
member  of  the  group,  and  costs  or  de¬ 
ductions  (of  the  member  rendering  the 
services)  associated  with  the  issuance  of 
stock,  maintenance  of  shareholder  rela¬ 
tions.  or  compliance  with  regulations  or 
policies  impo^  upon  the  member  ren¬ 
dering  such  services  by  its  government 
are  not  to  be  taken  into  accoimt  in  de¬ 
termining  the  amount  of  an  arm’s  length 
charge  for  services. 

(6)  Methods,  (i)  Where  an  arm’s 
length  charge  for  services  rendered  is 
determined  with  reference  to  costs  or 
deductl<ms.  and  a  member  has  apppor- 
tioned  costs  or  deductlmis  to  reflect  arm’s 
length  charges  by  employing  in  a  consist¬ 
ent  manner  a  method  of  apportionment 


and  reimbursement  which  is  reasonable 
and  in  keeping  with  sound  accounting 
practice,  si^  method  will  not  be  dis¬ 
turbed.  If  the  member  has  not  on- 
ployed  a  method  of  apportionment  and 
relmbursonent  which  is  reasonable  and 
in  keeping  with  sound  acooimtlng  prac¬ 
tice.  the  method  of  apportioning  costs 
or  deductions  for  the  purpose  of  deter¬ 
mining  the  amount  of  arm’s  length 
charges  shall  be  based  on  the  particular 
circumstances  Involved.  While  the  use 
of  one  or  more  bases  may  be  appropriate 
under  the  circumstances,  in  establishing 
the  method  of  apportionment,  appro¬ 
priate  consideration  should  be  given  to 
all  bases  and  factors,  including,  for  ex¬ 
ample,  total  expenses,  asset  siro,  sales, 
manufacturing  expenses,  payroll,  space 
utilized,  and  time  spent.  Allocations  de¬ 
termined  with  reference  to  costs  or 
deductions  will  be  made  on  the  basis  of 
the  full  cost  of  an  Item  as  opposed  to 
an  incr^ental  cost  basis.  ’Thus,  If  an 
electronic  data  processing  machine, 
which  is  rented  by  the  taxpayer,  is  used 
for  the  joint  benefit  of  Itself  and  other 
members  of  a  controlled  group,  an  allo¬ 
cation  ordinarily  will  be  made  with  ref¬ 
erence  to  the  full  rent  and  cost  of  operat-  • 
ing  the  machine  by  each  member,  even 
if  the  additional  use  of  the  machine  for 
the  benefit  of  the  other  members  did  not 
Increase  the  cost  to  the  taxpayer. 

(11)  Practices  actually  employed  to 
apportl(m  costs  or  expenses  in  connec¬ 
tion  with  the  preparation  of  statements 
and  analyses  for  the  use  of  management, 
creditors,  minority  shareholders,  joint 
venturers,  clients,  customers,  potential 
investors,  or  other  parties  or  agencies  in 
interest  shall  be  considered  by  the  dis¬ 
trict  director.  Similarly,  in  determining 
the  extent  to  which  allocations  are  to  be 
made  to  or  from  foreign  members  of  a 
controlled  group,  practices  employed  by 
the  domestic  members  of  a  controlled 
group  in  apportioning  costs  between 
themselves  shall  also  be  considered  if 
the  relationships  with  the  foreign  mem¬ 
bers  of  the  grroup  are  comparable  to  the 
relationships  between  the  domestic 
members  of  the  group.  For  example,  if, 
for  purposes  of  reporting  to  public  stock¬ 
holders  or  to  a  governmental  agency,  a 
corporation  apportions  the  costs  attrib¬ 
utable  to  its  executive  oflDcers  among  the 
domestic  members  of  a  controlled  group 
on  a  reasonable  and  consistent  basis,  and 
such  officers  exercise  comparable  control 
over  foreign  members  of  such  group,  such 
domestic  apportlcmment  practice  will  be 
taken  into  conslderatl<m  in  determining 
the  amount  of  allocations  to  be  made  to 
the  foreign  members. 

(7)  Services  which  are  part  of  a  trade 
or  business.  Services  rendered  by  one 
member  of  a  group  of  controlled  entitles 
for  the  benefit,  or  on  behalf,  of  another 
member  of  the  group  shall  be  considered 
to  be  services  which  are  part  of  a  trade 
or  business  in  the  following  cases : 

(i)  If  the  member  rendering  such 
services  is  engaged  in  the  trade  or  busi¬ 
ness  of  rendering  such  services  to  un¬ 
related  pcutles, 

(il)  U  the  services  are  rendered  to  or 
on  behalf  of  another  member  of  the 


group  which  is  engaged  in  the  trade  or 
business  of  rendering  services  to  unre¬ 
lated  parties  and  the  services  rendered 
to  or  on  behalf  of  the  other  member 
constitute  a  significant  portion  of  the 
total  services  rendered  to  such  imre- 
lated  parties. 

(ill)  If  the  services  are  rendered  to  or 
on  behalf  of  another  monber  of  the 
group  in  direct  connection  with  the  sale 
to  an  imrelated  party  of  a  unique  prod¬ 
uct  constructed  or  fabricated  by  the 
other  member  in  accordance  with  speci¬ 
fications  provided  by,  or  accepted  by,  the 
unrelated  party, 

(Iv)  If  a  ^nificant  portion  of  the 
total  services  rendered  by  one  member 
of  the  group  to  or  for  the  benefit  of 
another  member  of  the  group  is  or 
should  be  reflected  as  a  direct  cost  In  the 
cost  of  goods  sold  of  the  member  receiv¬ 
ing  the  benefit  of  such  services,  or 

(V)  If  one  member  of  a  group  which 
has  a  permanent  establishment  in  a 
particular  country  renders  selling  or 
other  related  services  in  connection  with 
sales  made  in  such  country  by  another 
member  of  the  group  which  has  no  per¬ 
manent  establishment  in  such  coimtry. 

(8)  Services  rendered  in  connection 
with  the  transfer  of  intangible  property. 
See  S  1.482-2(d)(l)(Ul). 

(c)  Use  of  tangible  property — (1)  Gen¬ 
eral  rule.  Where  possession,  use,  or  oc¬ 
cupancy  of  tangible  property  owned  or 
leased  by  one  member  of  a  group  of  con¬ 
trolled  entities  (referred  to  in  this  para¬ 
graph  as  the  owner)  Is  transfer!^  by 
lease  or  other  arrangement  to  another 
member  of  such  group  (referred  to  in  this 
paragraph  as  the  user)  without  charge 
or  at  a  charge  which  is  not  equal  to  an 
arm’s  length  rental  charge  (as  defined 
in  subdivision  (1)  of  subparagraph  (2) 
of  this  paragraph),  the  district  director 
may  make  appropriate  allocations  to 
properly  reflect  such  arm’s  length  charge. 
Where  possession,  use.  or  occupancy  of 
only  a  portion  of  such  property  is  trans¬ 
ferred.  the  determination  of  the  arm’s 
length  charge  and  the  allocation  shall 
be  made  with  reference  to  the  portion 
transferred. 

(2)  Arm's  length  charge.  (1)  For  the 
purposes  of  this  paragraph,  an  arm’s 
length  rental  charge  shall  be  the  amount 
of  rent  which  was  charged,  or  would 
have  been  charged  for  the  iise  of  the 
same  or  similar  property,  during  the 
time  it  was  in  use,  in  independent  trans¬ 
actions  with  unrelated  parties  under 
similar  circumstances  considering  the 
period  and  location  of  the  use.  the  own¬ 
er’s  investment  in  the  property  or  rent 
paid  for  the  property,  expenses  of  main¬ 
taining  the  pr<H}erty.  the  type  of  prop¬ 
erty  involved,  its  condition,  and  sdl  other 
relevant  facts.  If  neither  the  owner  nor 
the  user  was  engaged  in  the  trade  or 
business  of  renting  property,  the  arm’s 
length  j:ental  charge  for  the  taxable  year 
shall  be  deemed  to  be  equal  to  the  amount 
specified  in  subdivision  (11)  or  (ill)  of 
this  subparagraph,  whichever  is  appro¬ 
priate,  unless  the  taxpayer  establishes 
a  more  appropriate  charge  under  the 
standards  set  fmth  in  the  first  sentence 
of  this  subdivision.  For  purposes  of  this 
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subdivision,  an  owner  or  user  shall  be 
considered  to  be  in  the  trade  or  business 
of  renting  property  if  It  engages  ill  the 
trade  or  business  of  renting  property  of 
the  same  general  t3T>e  as  the  property  in 
question  to  unrelat^  parties. 

(ii)  Except  as  otherwise  provided  in 
subdivision  (iii)  of  this  subparagraph 
the  amount  referred  to  in  subdivision  (i) 
of  this  subparagraph  for  the  taxable  year 
shall  be  equal  to  the  siun  of  the  following 
amounts  attributable  to  the  property: 

(a)  The  amount  of  depreciation  al¬ 
lowable  under  the  method  of  deprecia¬ 
tion  used  by  the  owner  on  its  tax  return 
for  the  taxable  year,  but  not  less  than 
the  amount  of  depreciation  which  would 
have  been  allowable  for  such  year  if  on 
the  first  day  thereof  the  property  had 
an  adjusted  basis  equal  to  20  percent  of 
the  unadjusted  basis  of  the  property. 

(b)  The  amount  which  bears  the  same 
ratio  to  5  percent  of  the  adjusted  basis 
of  the  property  (determined  as  of  the 
first  day  of  the  taxable  year)  as  the  num¬ 
ber  of  days  which  the  property  is  owned 
by  the  owner  (in  the  taxable  year)  bears 
to  365,  and 

(c)  The  amount  of  all  expenses  di¬ 
rectly  and  indirectly  connected  with  the 
property  paid  or  accrued  by  the  owner 
of  the  property  during  the  taxable  year. 
Such  expenses  include  real  estate,  per¬ 
sonal  property,  or  other  taxes  on  the 
property,  expanses  of  maintenance  and 
repair,  cost  of  utilities,  management  ex¬ 
penses,  and  other  similar  expenses.  Such 
amount  does  not  include  interest  expense. 


of  this  paragraph,  where  intangible  prop¬ 
erty  or  an  interest  therein  is  transferred, 
sold,  assigned,  loaned,  or  otherwise  made 
available  in  any  manner  by  one  member 
of  a  group  of  controlled  entities  (referred 
to  in  this  paragraph  as  the  transferor)  to 
another  member  of  the  group  (p«ferred  to 
in  this  paragraph  as  the  transferee)  for 
other  than  an  arm’s  length  consideration, 
the  district  director  may  make  appro¬ 
priate  allocations  to  reflect  an  arm’s 
length  consideration  for  such  property 
or  its  use.  Subparagraph  (2)  of  this 
paragraph  provides  rules  for  determin¬ 
ing  the  form  and  amount  of  an  appro¬ 
priate  allocation,  subparagraph  (3)  of 
this  paragraph  provides  a  definition  of 
“intangible  property’’,  and  subparagraph 
(4)  of  this  paragraph  provides  rules  with 
respect  to  certain  cost  sharing  arrange¬ 
ments  in  connection  with  the  develop¬ 
ment  of  intangible  property'. 

(ii)  (a)  In  the  absence  of  a  bona  fide 
cost  sharing  arrangement  (as  defined  In 
subparagraph  (4)  of  this  paragraph), 
where  one  member  of  a  group  of  related 
entitles  (referred  to  in  this  paragraph  as 
the  developer)  imdertakes  the  develop¬ 
ment  of  intangible  property,  no  alloca¬ 
tion  with  respect  to  such  development 
activity  shall  be  made  under  the  r^es  of 
this  paragraph  or  any  other  paragraph 
of  this  section  (except  as  provided  in 
subdivision  (ii)  (b)  of  this  subparagraph) 
until  such  time  as  any  property  devel¬ 
oped,  or  any  interest  therein,  is  trans¬ 
ferred,  sold,  assigned,  loaned,  or  other¬ 
wise  made  available  in  any  manner  by 
the  developer  to  a  related  entity  in  a 
transfer  subject  to  the  rules  of  this  para¬ 
graph.  Where  a  member  of  the  group 
other  than  the  developer  acquires  an  in¬ 
terest  in  the  property  developed  by  vir¬ 
tue  of  obtaining  a  patent  or  copyright, 
or  by  any  other  means,  the  developer 
shall  be  deemed  to  have  transferred 
such  property  to  the  acquiring  member 
in  a  transaction  subject  to  the  rules  of 
this  paragraph.  For  example,  if  one 
member  of  a  group  (the  developer)  un¬ 
dertakes  to  develop  a  new  patentable 
product  and  the  costs  of  development  are 
Incurred  by  that  entity  over  a  period 
of  3  years,  no  allocation  with  respect  to 
that  entity’s  activity  shall  be  ma(ie  dur¬ 
ing  such  period.  The  amount  of  any  al¬ 
location  that  may  be  appropriate  at  the 
expiration  of  such  development  period 
when,  for  example,  the  patent  on  the 
product  is  transferred,  or  deemed  trans¬ 
ferred,  to  a  related  entity  for  other  than 
an  arm’s  length  consideration,  shall  be 
determined  in  accordance  with  Uie  rules 
of  this  paragraph. 

(b)  Where  one  member  of  a  group 
renders  assistance  in  the  form  of  loans, 
services,  or  the  use  of  tangible  or  intan¬ 
gible  property  to  a  developer  in  connec¬ 
tion  with  an  attempt  to  develop  intangl- 
ble  property,  the  amount  of  any 
allocation  that  may  be  appropriate  with 
respect  to  such  assistance  shall  be  de¬ 
termined  in  accordance  with  the  rules 
of  the  appropriate  paragraph  or  para¬ 
graphs  of  this  section.  ’Thus,  where  one 
entity  allows  a  related  entity,  which  is 
the  developer,  to  use  tangible  property, 
such  as  laboratory  equipment.  In  con¬ 
nection  with  the  development  of  intan¬ 


If  the  property  was  used  by  more  than 
one  party  (whether  related  or  unrelated) 
during  the  taxable  year  of  the  owner, 
then  only  a  portion  of  the  sum  of  the 
amounts  provided  in  (a)  through  (c) 
of  this  subdivision  shall  be  taken  into 
account  with  respect  to  each  user.  Such 
p>ortion  is  that  proportion  of  such  sum 
which  the  number  of  days  (in  the  taxable 
year)  the  property  was  actually  used  by 
the  user  bears  to  the  number  of  days  (in 
the  taxable  year)  the  property  was  used 
by  all  parties  (whether  related  or  un¬ 
related),  unless  it  appears  that  some 
other  measure  (such  as  hours  of  use)  is 
more  appropriate. 

(iii)  Where  possession,  use,  or  occu¬ 
pancy  of  tangible  property  leased  by  the 
owner  (lessee)  is  transferred  by  sublease 
or  other  arrangement  to  the  user,  the 
amount  referred  to  in  subdivision  (i)  of 
this  subparagraph  shall  be  equal  to  all 
the  deductions  claimed  by  ^e  owner 
(lessee)  which  are  attributable  to  the 
property  for  the  period  such  property  is 
used  by  the  user.  Where  only  a  portion 
of  such  property  was  transferr^,  any 
allocations  shall  be  made  with  reference 
to  the  portion  transferred.  The  deduc¬ 
tions  to  be  considered  include  the  rent 
paid  or  accrued  by  the  owner  (lessee) 
during  the  period  of  use  and  all  otlier 
deductions  directly  and  indirectly  con¬ 
nected  with  the  property  paid  or  accrued 
by  the  owner  (lessee)  during  such  period. 
Such  deductions  Include  deductions  for 
maintenance  and  repair,  utilities,  man¬ 
agement,  and  other  similar  deductions. 

(d)  Transfer  or  use  of  intangible 
■property — (1)  In  general,  (i)  Except  as 
otherwise  provided  in  subparagraph  (4) 


gible  property,  the  amount  of  any  allo¬ 
cation  that  may  be  aiH^roprlate  with 
respect  to  such  use  shall  be  determined 
in  accordance  with  the  rules  of  para¬ 
graph  (c)  of  this  section.  In  the  event 
that  the  district  director  does  not  exer¬ 
cise  his  discretion  to  make  allocations 
with  respect  to  the  assistance  rendered 
to  the  developer,  the  allocable  amoimt 
shall  be  allowed  as  a  setoff  against  any 
allocation  that  the  district  director  may 
make  under  this  parsigraph  as  a  result 
of  the  transfer  of  the  intangible  property 
to  the  entity  rendering  the  assistance. 

(c)  The  determination  as  to  which 
member  of  a  group  of  related  entities  is 
a  developer  and  which  members  of  the 
group  are  rendering  assistance  to  the 
developer  in  connection  with  its  develop¬ 
ment  activities  shall  be  based  upon  all 
the  facts  and  circumstances  of  the  in¬ 
dividual  case.  Of  all  the  facts  and  cir¬ 
cumstances  to  be  taken  into  acxx>unt  in 
making  this  determination,  greatest 
weight  shall  be  given  to  the  relative 
amounts  of  all  the  direct  and  indirect 
costs  of  development  and  the  correspond¬ 
ing  risks  of  development  borne  by  the 
various  members  of  the  group,  and  the 
relative  values  of  the  use  of  any  intangi¬ 
ble  property  of  members  of  the  group 
which  is  made  available  without  ade¬ 
quate  consideration  for  use  in  connec¬ 
tion  with  the  development  activity,  which 
property  is  likely  to  (X)ntribute  to  a  sub¬ 
stantial  extent  in  the  production  of  in¬ 
tangible  property.  For  this  purpose,  the 
risk  to  be  borne  with  respect  to  develop¬ 
ment  activity  is  the  possibility  that  such 
activity  will  not  result  in  the  production 
of  intangible  property  or  that  the  in¬ 
tangible  property  prMuced  will  not  be 
of  sufficient  vstlue  to  allow  for  the  recov¬ 
ery  of  the  costs  of  developing  it.  A  mem¬ 
ber  will  not  be  consider^  to  have  borne 
the  costs  and  corresponding  risks  of  de¬ 
velopment  unless  such  member  is  com¬ 
mitted  to  bearing  such  costs  in  sudvance 
of,  or  contemporaneously  with,  their  in¬ 
currence  and  without  regard  to  the  suc¬ 
cess  of  the  project.  Other  factors  that 
may  be  relevant  in  determining  which 
member  of  the  group  is  the  developer  in¬ 
clude  the  location  of  the  development 
activity,  the  capabilities  of  the  various 
members  to  carry  on  the  project  inde¬ 
pendently,  and  the  degree  of  control  over 
the  project  exercised  by  the  various 
members. 

(d)  The  principles  of  this  subdivision 
(ii)  may  be  illustrated  by  the  following 
examples  in  which  it  is  assumed  that  X 
and  Y  are  (X)rporate  members  of  the 
same  group: 

Example  (1).  X,  at  the  request  of  Y.  un¬ 
dertakes  to  develop  a  new  machine  which 
will  function  effectively  In  the  cllnukte  In 
which  Y's  factory  Is  located.  Y  agrees  to 
bear  all  the  direct  and  Indirect  costs  of  the 
project  whether  or  not  X  successfully  devel¬ 
ops  the  machine.  Assume  that  X  does  not 
make  any  of  Its  own  Intangible  property 
available  for  use  In  connection  with  the  proj¬ 
ect.  The  machine  Is  successfully  developed 
and  Y  obtains  possession  of  the  Intangible 
property  necessary  to  produce  such  machine. 
Based  on  the  facts  and  clrcumsftances  as 
stated,  Y  shall  be  considered  to  be  the  de- 
vel(^r  of  the  Intangible  property  and,  there¬ 
fore,  Y  shall  not  be  treated  as  having  ob- 
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tained  the  property  In  a  transfer  subject  to 
the  rules  of  this  paragraph. 

Example  (2).  Assume  the  same  facts  as 
In  example  (1)  except  that  T  agrees  to  reim¬ 
burse  X  for  Its  costs  only  In  the  event  that 
the  property  la  successfully  developed.  In 
such  case  X  Is  the  developer  and  T  Is  deemed 
to  have  received  the  property  In  a  transfer 
subject  to  the  rules  of  this  paragn4>h. 

Example  (2).  In  ISMT  X  undertakes  to 
develop  product  M  In  its  research  and  de¬ 
velopment  department.  X  Incurs  direct  and 
Indirect  costs  of  $100,000  per  year  In  con¬ 
nection  with  the  project  In  1967,  1968,  and 
1969.  In  connection  with  the  project.  X  em¬ 
ploys  the  formula  for  compound  N,  which  It 
owns,  and  which  Is  likely  to  contribute  sub¬ 
stantially  to  the  success  of  the  project.  The 
value  of  the  use  of  the  formula  for  ccunpound 
N  In  connection  with  this  project  Is  $75,000. 
In  1968,  a  chemist  employed  by  T  spends  6 
months  working  on  the  project  In  X’s  labora¬ 
tory.  The  salary  and  other  expenses  con¬ 
nected  with  the  chemist's  employment  for 
that  period  ($10,000)  are  paid  by  T.  In 
1969,  product  M  la  perfected  and  T  ob¬ 
tains  imtents  thereon.  X  Is  considered  to 
be  the  developer  imxluct  M  since,  among 
other  things,  it  bore  the  greatest  relative 
share  of  the  costs  and  risks  Incurred  In  c<m- 
nectlon  with  this  iMoject  and  made  available 
Intangible  property  (formula  for  compound 
N)  which  was  likely  to  contribute  substan¬ 
tially  In  the  development  of  product  M.  Ac¬ 
cordingly,  no  allocation  with  respect  to  X’s 
development  activity  should  be  made  before 
1969.  The  pr<q>erty  Is  deemed  to  have  been 
transferred  to  Y  at  that  time  by  virtue  of  the 
fact  that  Y  obtained  the  patent  rights  to 
product  M.  Assuming  that  a  lump-sum  pay¬ 
ment  Is  the  appropriate  consideration  for 
such  transfer,  the  district  director  may  make 
an  allocation  for  1969  to  reflect  an  arm's 
length  consideration  for  such  transfer.  In 
the  event  that  the  district  director  makes 
such  an  allocation  and  he  has  not  made  or 
does  iK}t  make  an  allocation  for  1968  with 
respect  to  the  services  of  the  chemist  In  ac¬ 
cordance  with  the  principles'  of  paragraph 
(b)  of  this  section,  the  amount  otherwise 
allocable  \mder  paragraph  (b)  oi  this  sec¬ 
tion  shall  be  allowed  as  a  setoff  against  the 
amount  of  the  allocation  for  1969  reflecting 
an  arm’s  length  consideration  for  the  trans¬ 
fer  of  the  Intangible  property. 

(ill)  Where  Intangible  property  is 
transferred,  sold,  assigned,  loaned,  or 
otherwise  made  available  In  any  man¬ 
ner  by  one  member  of  a  group  to  another 
member  of  the  group  and  services  are 
rendered  by  the  transferor  to  the  trans¬ 
feree  in  connection  with  the  transfer,  the 
amount  of  any  allocation  that  may  be  ap¬ 
propriate  with  respect  to  such  transfer 
shall  be  determined  in  accordance  with 
the  rules  of  this  paragraph  and  a  sepa¬ 
rate  allocation  with  respect  to  such  serv¬ 
ices  under  paragraph  (b)  of  this  section 
shall  not  be  made.  See  subparagraph 
(2)  (ill)  (/)  of  this  paragraph  relating  to 
such  services  as  a  factor  In  determining 
the  amount  of  an  arm’s  length  considera¬ 
tion  for  intangible  property.  Services 
are  rendered  in  (xmnection  with  the 
transfer  of  intangible  property  where 
such  services  are  directly  related  to  the 
transfer  of  the  property  or  to.  the  com¬ 
mencement  of  effective  use  of  the  prop¬ 
erty  by  the  transferee.  Ihus,  where  an 
employee  of  one  member  of  a  group,  act¬ 
ing  under  the  instructions  of  his  em¬ 
ployer,  reveals  a  valuable  secret  process 
owned  by  his  employer  to  a  related  en¬ 
tity,  and  at  the  same  time  supervises  the 
integration  ot  such  process  into  the  man¬ 


ufacturing  operation  of  the  related  entity, 
such  services  shall  be  considered  to  be 
rendered  In  connection  with  the  transfer 
of  the  secret  process  and  shall  be  a  factor 
in  determining  the  amount  of  an  arm’s 
length  consideration  for  such  transfer. 
Such  services  shall  not  be  the  basis  for  a 
separate  allocation.  However,  if  the 
employee  continues  to  rmder  services  to 
the  related  entity  by  supervising  the 
manufacturing  operation  after  the  secret 
process  has  been  effectively  integrated 
into  such  operation,  a  separate  allocation 
with  respe^  to  such  additional  services 
may  be  made  in  accordance  with  the 
rules  of  paragraph  (b)  of  this  section. 

(2)  Determination  of  an  appropriate 
allocation,  (i)  An  appr<x>riate  alloca¬ 
tion  shall  be  in  a  form  which  would 
reflect  an  arm’s  length  consideration  be¬ 
tween  unrelated  parties  under  the  same 
circiunstances  for  the  property  or  in¬ 
terest  therein.  To  the  extent  a];n>roprl- 
ate,  an  arm’s  length  consideration  may 
take  any  one  or  more  of  the  following 
forms:  (a)  royalties  based  on  the  trans¬ 
feree’s  output,  sales,  proflts,  or  any  other 
measure;  (b)  liunp-sum  pasrments;  or 

(c)  any  other  form,  including  reciprocal 
license  rights,  which  might  reasonably 
have  been  adopted  by  imrelated  parties 
under  the  circumstances  provided  that 
the  parties  can  establish  that  such  form 
was  adopted  pmsuant  to  an  arrangement 
which  in  fact  existed  between  them. 

(ii)  In  determining  the  amount  of  an 
arm’s  length  consideration,  the  standard 
to  be  applied  is  the  amount  that  would 
have  b^n  paid  by  an  unrelated  party 
for  the  same  intangible  property  imder 
the  same  circumstances.  Where  there 
have  been  transfers  by  the  transferor 
to  unrelated  parties  involving  the  same 
or  similar  Intangible  property  \mder  the 
same  or  similar  circumstances  the 
amount  of  the  consideration  for  such 
transfers  shall  generally  be  the  best  in¬ 
dication  of  an  arm’s  length  considera¬ 
tion.  The  principles  of  this  subdivision 
may  be  illustrate  by  the  following  ex¬ 
amples  in  each  of  which  it  is  assumed 
that  X  and  Y  are  corporate  members 
of  the  same  group  of  controlled  entities. 

Example  ( I ) .  X  holds  the  patent  on  prod¬ 
uct  M  In  countries  A,  B,  and  C.  X  licenses 
the  patent  to  unrelated  parties  In  coimtrles 
A  and  B,  charging  a  royalty  of  S  percent 
ot  the  gross  sales  ot  piquet  if.  X  also 
licenses  the  patent  to  Y  In  country  C  under 
comparable  circumstances.  Under  such  cir¬ 
cumstances,  the  amount  of  the  royalties  re¬ 
ceived  from  the  unrelated  parties  In  coun¬ 
tries  A  and  B  shall  be  taken  Into  considera¬ 
tion  In  determining  the  arm's  length 
consideration  for  the  use  of  the  patent  by 
Y  In  country  C. 

Example  (2).  X  manufactures  product  If 
which  It  sells  to  unrelated  parties  for  10 
cents  per  unit  without  X'S  brand  name  af¬ 
fixed  and  for  11  cents  per  unit  with  X’s 
brand  name  afllxed.  Y  also  manufactures 
product  if.  and  X  allows  T  to  aflix  X’s  brand 
name  to  It.  The  fact  that  the  addition  of 
X’s  brand  name  produces  a  1-cent  Increase 
In  the  price  ot  product  if  on  sales  made 
by  X  shaU  be  taken  Into  consideration  In 
determining  the  arm's  length  consideration 
for  the  use  of  X's  brand  name  by  Y. 

(iii)  Where  a  sufficiently  similar 
transacUtm  involving  an  unrelated  party 
cannot  be  found,  the  following  factors. 


to  the  extent  appropriate  (depending 
upon  the  tjrpe  of  intangible  property  and 
the  form  of  the  transfer),  may  be  con¬ 
sidered  in  arriving  at  the  amount  of  the 
arm’s  length  consideration: 

(a)  The  prevailing  rates  in  the  same 
Industry  or  for  similar  property, 

(b)  The  offers  of  competing  trans¬ 
ferors  or  the  bids  of  competing  trans¬ 
ferees, 

(c)  The  terms  of  the  transfer,  includ¬ 
ing  limitations  on  the  geographic  area 
covered  and  the  exclusive  or  nonexclu¬ 
sive  character  of  any  rights  granted, 

(d)  The  uniqueness  of  the  property 
and  the  period  for  which  it  is  likely  to 
remain  unique. 

(e)  The  degree  and  duration  of  pro¬ 
tection  afforded  to  the  property  under 
the  laws  of  the  relevant  counties. 

(/)  Services  rendered  by  the  trans¬ 
feror  to  the  transferee  in  connection 
with  the  transfer, 

(ff)  Prospective  proflts  to  be  realized 
or  costs  to  be  saved  by  the  transferee 
through  its  use  or  suteequent  transfer 
of  the  property, 

(h)  The  capital  Investment  and  start¬ 
ing  up  expenses  required  of  the  trans¬ 
feree, 

(i)  The  next  subdivision  is  ij), 

(j)  ’The  availability  ot  substitutes  for 
the  property  transferred. 

(k)  The  arm’s  length  rates  and  prices 
paid  by  imrelated  parties  where  the 
property  is  resold  or  sublicensed  to  such 
parties,  and 

(l)  Any  other  fact  or  clrciunstance 
which  imrelated  parties  would  have  been 
likely  to  consider  in  determining  the 
amount  of  an  arm’s  length  consideration 
for  the  property. 

(3)  Definition  of  intangible  property. 
(i)  Solely  for  the  purposes  of  this  sec¬ 
tion,  intangible  property  shall  consist  of 
the  items  described  in  subdivision  (il)  of 
this  subparagraph,  provided  that  such 
items  have  substantial  market  value  in¬ 
dependent  of  the  services  of  individual 
persons. 

(il)  The  items  referred  to  in  subdivi¬ 
sion  (i)  of  this  subparagraph  are  as 
follows: 

(a)  Patents,  Inventions,  formulas, 
processes,  designs,  patterns,  and  other 
similar  items; 

(b)  Copjrrights,  literary,  musical,  or 
artistic  OHnposltions,  and  other  similar 
items; 

(c)  Trademarks,  trade  names,  brand 
names,  and  other  similar  items; 

(d)  Franchises,  licenses,  contracts, 
and  other  similar  it«ns; 

(e)  Methods,  programs,  systems,  pro¬ 
cedures.  campaigns,  surveys,  studies, 
forecasts,  estii^tes,  customer  lists,  tech¬ 
nical  data,  and  other  similar  items. 

(4)  Sharing  of  costs  and  risks,  (i) 

•  Where  a  member  of  a  group  of  controlled 
entities  acquires  an  Interest  in  intangible 
property  as  a  participating  party  in  a 
bona  fide  cost  sharing  arrangement  with 
respect  to  the  development  of  such  in¬ 
tangible  pr(H)erty,  the  district  director 
shall  not  make  allocations  with  respect 
to  such  acquisition  except  as  may  be  ap- 
pnH>riate  to  reflect  a  full  share  of  the 
costs  and  risks  of  developing  the  prop¬ 
erty.  Subdivision  (11)  of  this  subpara- 
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graph  defines  the  term  bona  fide  cost 
sharing  arrangement;  subdivision  (iii) 
of  this  subparagraph  provides  the  method 
of  determining  the  costs  and  risks  re¬ 
quired  to  be  shared  in  connection  with 
the  arrangement;  subdivision  (iv)  of  this 
subparagraph  provides  rules  for  the 
measurement  of  a  participating  member’s 
full  share  of  the  costs  and  risks  of  de¬ 
veloping  intangible  property;  and  sub¬ 
division  (V)  of  this  subparagraph  pro¬ 
vides  rules  for  making  certain  allocations. 

(ii)  (a)  A  bona  fide  cost  sharing  ar¬ 
rangement  is  an  agreement,  in  writing, 
between  two  or  more  members  of  a  group 
of  related  entities,  all  of  which  are  eli¬ 
gible  members  as  defined  in  subdivision 
(ii)  (b)  of  this  subparagraph,  providing 
for  the  sharing  of  the  costs  and  risks  of 
developing  intangible  property  in  return 
for  an  interest  in  any  intangible  property 
that  may  be  produced.  In  order  for  the 
arrangement  to  qualify  as  a  bona  fide  ar¬ 
rangement,  it  must  reflect  an  effort  in 
good  faith  by  the  participating  members 
to  bear  their  respective  full  shares  of  all 
the  costs  and  risks  of  development  re¬ 
quired  to  be  shared  in  connection  with 
the  arrangement.  The  agreement  must 
contain  provisions  setting  forth  the  na¬ 
ture  and  extent  of  the  interest  of  each  of 
the  participating  members  in  any  intan¬ 
gible  property  that  may  be  produced  as  a 
result  of  the  arrangement  (including 
residual  rights  therein) ,  and  the  method 
for  determining  the  amount  of  each  par¬ 
ticipant’s  full  share.  In  addition,  the 
agreement  must  commit  all  participating 
parties  to  the  sharing  of  costs  whether 
intangible  property  is  in  fact  produced. 
A  cost  sharing  arrangement  which  would 
otherwise  qualify  as  bona  fide  may  fail 
to  so  qualify  where  the  parties  to  the  ar¬ 
rangement  share  costs  on  a  substantially 
different  basis  than  the  one  provided  for 
in  the  agreement.  See  subdivision  (v) 

(a)  of  this  subparagraph  for  the  method 
of  allocation  where  the  parties  to  the  ar¬ 
rangement  share  costs  on  a  basis  differ¬ 
ent  from  the  basis  provided  for  in  the 
sharing  arrangement,  but  not  so  differ¬ 
ent  as  to  cause  the  arrangement  to  fail  to 
qualify  as  a  bona  fide  arrangement  under 
this  subdivision.  An  arrangement  for 
the  sharing  of  costs  and  risks  of  develop¬ 
ment  entered  into  prior  to  the  date  of 
the  publication  of  these  regulations  as  a 
Treasury  Decision,  which  arrangement  is 
in  substantial  compliance  with  the  re¬ 
quirements  of  this  subdivision  shall  be 
given  effect  (whether  or  not  in  writing) 
as  if  it  had  been  in  full  compliance  with 
such  requirements.  If  such  arrangement 
continues  after  such  date,  in  order  to  be 
given  continued  effect,  it  must  be  re¬ 
duced  to  writing  and  modified  to  the  ex¬ 
tent  necessary  to  comply  fully  with  the 
requirements  of  this  subdivision  within 
90  days  after  such  date. 

(b)  Any  member  of  a  group  of  con¬ 
trolled  entities,  other  than  a  member 
which  is  In  the  trade  or  business  of 
developing  intangible  property,  is  an 
eligible  member  and  may  be  a  participat¬ 
ing  party  in  a  bona  fide  cost  sharing 
arrangement  within  the  meaning  of  this 
subparagraph,  provided  that  the  in¬ 


tangible  property  to  be  developed  under 
the  arrangement  Is  intended  for  use  in 
connection  with  the  active  conduct  of 
such  member’s  business.  For  purposes 
of  this  subdivision  a  member  of  the 
group  shall  be  considered  to  be  in  the 
trade  or  business  of  developing  intangible 
property  if  a  substantial  portion  of  its 
business  is  the  development  of  intangible 
property  for  unrelated  parties  or  for  re¬ 
lated  parties  which  are  in  the  trade  or 
business  of  developing  intangible  prop¬ 
erty  for  unrelated  parties. 

(c)  The  rules  with  respect  to  bona  fide 
sharing  arrangements  set  out  in  this  sub- 
paragraph  are  generally  stated  in  terms 
of  their  application  to  arrangements  re¬ 
lating  to  a  single  project.  However, 
nothing  contained  in  this  subparagraph 
should  be  construed  as  disqualifying 
sharing  arrangements  relating  to  more 
than  one  project  or  relating  to  all  the 
research  and  development  activities  of 
the  group  of  controlled  entities  as  a 
whole,  providing  that  such  arrangements 
as  a  whole  are  in  accord  with  the  princi¬ 
ples  of  this  subparagraph,  includhig  the 
principle  that  all  members  (including 
new  members)  must  bear  their  share  of 
the  value  of  the  use  of  any  intangible 
property  previoiisly  developed  and  made 
available  in  connection  with  subsequent 
development  activities. 

(iii)  (a)  Solely  for  the  purposes  of  this 
subparagraph,  the  costs  required  to  be 
shared  in  connection  with  the  arrange¬ 
ment  are  equal  to  the  sum  of : 

il)  An  amoimt  equal  to  all  the  direct 
and  indirect  costs  actually  incurred  by 
the  parties  to  the  Agreement  which  are 
allocable  in  accordance  with  the  prin¬ 
ciples  of  i>aragraph  (b)  (3)  of  this  section 
to  the  activities  imdertaken  pursuant  to 
the  arrangement, 

(2)  Any  amounts  allocable  under  sec¬ 
tion  482  (whether  or  not  allocated)  with 
respect  to  assistance  rendered  by  mem¬ 
bers  of  the  same  controlled  group  who 
are  not  parties  to  Uie  agreement  in  con¬ 
nection  wiUi  the  activities  imdertaken 
pursuant  to  the  arrangement,  and 

(3)  An  amount  equal  to  the  arm’s 
length  value  of  the  use  of  any  intcmgible 
property  of  a  party  to  the  agreement 
which  is  made  available  by  it  for  use  in 
connection  with  the  activities  imder¬ 
taken  pursuant  to  the  arrangement  and 
which  is  likely  to  contribute  to  a  sub¬ 
stantial  extent  in  the  production  of  in¬ 
tangible  property. 

(b)  The  risk  contemplated  by  this 
subparagraph  is  the  po^bility  that  no 
intangible  property  will  be  produced,  or 
that  any  intangible  property  that  is  pro¬ 
duced  will  not  be  of  sufficient  value  to 
allow  the  participating  member  to  re¬ 
cover  his  costs. 

(c)  The  principles  of  this  subdivision 
(ill)  may  be  illustrated  by  the  following 
examples  in  which  it  is  assumed  that 
X,  Y,  and  Z  are  corporate  members  of 
the  same  controlled  group,  and  that  in 
1968  X  and  Y  enter  Into  a  bona  fide  cost 
sharing  arrangement  with  respect  to  the 
development  of  product  M. 

Example  (1).  During  the  1968  X  and  T 
actually  Incur  expenses  of  $90,000  with  re¬ 


spect  to  the  development  of  product  M.  Z, 
which  Is  In  the  business  of  providing  research 
and  development  services  to  unrelated  pcu*- 
tles,  Incurs  expenses  of  $10,000  In  rendering 
research  and  development  services  to  X  and 
Y  In  connection  with  the  development  of 
product  M  for  which  Z  Is  not  oonqiensated. 
An  arm's  length  fee  for  such  s«vloee  Is 
$15,000.  Since  $15,000  Is  the  amount  allo¬ 
cable  under  paragraph  (b)  of  this  section 
with  respect  to  the  services  of  Z,  the  costs 
required  to  be  shared  In  connection  with  the 
arrangement  In  1968  for  purposes  of  this 
paragraph  are  $105,000  ( $90,000  +  $!  5,000 ) . 
See  subdivision  (v)  of  this  subparagraph  for 
the  method  of  distributing  the  $15,000  allo¬ 
cation  between  X  and  Y. 

Example  (2).  Assume  the  same  facts  as 
In  example  (1)  except  that  In  1968,  at  the 
time  work  Is  commenced  on  the  develop¬ 
ment  of  product  M,  X  makes  available  Its 
formula  for  compound  N  tar  use  In  connec¬ 
tion  with  the  development  of  product  M. 
Compound  N  was  developed  by  X  at  a  cost 
of  $50,000  and  has  an  arm’s  length  value  In 
connection  with  the  development  of  product 
M  of  $75,0(X).  During  1968  the  costs  required 
to  be  shared  In  connection  with  the  arrange¬ 
ment  for  purposes  of  this  subparagraph  are 
$180,000  ($90,000 +  $15,000 +  $75,000). 

(iv)  A  full  share  of  the  costs  and  risks 
required  to  be  shared  in  connection  with 
the  arrangement  shall  be  equal  to  the 
share  of  costs  and  risks  that  an  unre¬ 
lated  party  would  have  borne  to  acquire 
the  same  interest  in  riie  same  property 
imder  the  same  circumstances.  Gen¬ 
erally,  a  participating  member’s  full 
share  of  the  costs  and  risks  required  to 
be  shared  shall  be  equal  to  an  amount 
which  bears  the  same  relationship  to  the 
total  costs  and  risks  required  to  be 
shared  by  all  the  participating  members 
as  the  amount  of  prospective  benefits  to 
be  derived  by  such  member  from  any  in¬ 
tangible  property  produced  bears  to  the 
total  amount  of  the  prospective  benefits 
to  be  derived  by  all  the  participating 
members  from  such  property.  The  rel¬ 
ative  benefits  anticipated  from  the  own¬ 
ership  of  an  interest  in  intangible  prop¬ 
erty  will  be  determined  with  reference 
to  all  the  facts  and  circumstances  sur¬ 
rounding  the  arrangement  and  the  sit¬ 
uations  of  the  participating  members. 
If  the  sharing  agreement  provides  for 
the  sharing  of  costs  and  rl^s  on  scrnie 
reasonable  basis  consistent  with  the 
principles  of  this  subdivision  and  the 
facts  and  circumstances  as  they  exist  at 
the  time  the  agreement  is  entered  into, 
the  shares  under  the  agreement  shall  be 
deemed  to  be  full  shares.  However,  the 
relative  shares  of  the  participating  mem¬ 
bers  under  an  agre^ent  wMch  provides 
for  cost  sharing  over  an  extended  period 
of  time  must  be  based  upon  a  standard 
(such  as  comparative  current  sales  or 
profits)  which  reflects  changing  condi¬ 
tions.  The  principles  of  this  subdivision 
may  be  illustrated  by  the  following 
examples: 

Example  (I).  Corporations  X  and  Y  are 
members  of  a  group  of  related  entitles. 
Among  the  iMx>ducts  they  currently  manu¬ 
facture  and  sell  Is  product  M.  The  exclu¬ 
sive  right  to  manufacture  and  sell  product 
M  In  the  United  States  is  held  by  X,  and  all 
manufacturing  and  selling  of  product  M 
elsewhere  in  the  world  is  done  by  Y.  Over 
the  past  5  years  sales  of  product  M  have  been 
as  follows: 
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Year 

X 

Y 

i«a  .  _ 

$1,000,000 
1, 100, 000 
1,300,000 
1,400,000 
1,600,000 

$600,000 

700,000 

700,000 

750,000 

860,000 

1IM4  . 

laes . 

1966  . 

1967 . 

Tntat 

0,400,000 

3,600,000 

In  1968  X  and  T  enter  Into  a  bona  fide  coat 
eharlng  arrangement  for  the  purpose  of 
developing  a  substantially  Improved  version 
of  product  M  to  be  known  as  product  N. 
The  sharing  agreement  provides  that  X  will 
manufacture  and  sell  product  N  In  the 
United  States  and  T  will  manufacture  and 
sell  product  N  outside  of  the  United  States. 
It  Is  further  determined  that  the  division  of 
gross  sales  of  product  M  between  X  and  Y 
over  the  pa^t  6  years  represents  a  reasonable 
estinuite  of  the  division  of  prospective  bene¬ 
fits  likely  to  be  derived  from  the  successful 
development  of  product  N.  For  that  reason 
It  Is  agreed  that  X  will  bear  64  percent  of 
the  costs  and  risks  of  development,  and  T 
will  bear  36  percent  of  such  costs  and  risks. 
Since  the  sharing  agreement  provides  for 
the  sharing  of  costs  and  risks  on  a  reasonable 
basis  consistent  with  the  principles  of  this 
subdivision  and  the  facts  and  circumstances 
as  they  exist  at  the  time  of  the  agreement, 
the  shares  of  the  costs  and  risks  to  be  borne 
by  each  of  the  parties  under  the  agreement 
will  be  denned  to  be  full  shares. 

Example  (2).  Corp<M«tlon  X,  Y,  and  Z 
are  members  of  a  group  of  related  entitles. 
In  1967  X,  Y,  and  Z  enter  Into  a  bona  fide 
'  cost  sharing  arrangement  with  respect  to  the 
development  of  product  P.  Under  the  terms 
of  the  agreement  X  Is  to  obtain  the  rights  to 
market  prxxluct  P  In  countries  A  and  B,  Y  Is 
to  obtain  the  rights  to  market  the  product  In 
the  United  States,  and  Z  la  to  obtain  the 
rights  to  market  the  product  In  all  other 
countries.  Prior  to  entering  Into  the  agree¬ 
ment,  Y’s  marketing  research  staff  prepwes 
a  sales  forecast  on  product  P  predicting  the 
potential  sales  of  product  P  over  a  10-year 
period  conunenclng  from  the  projected  date 
of  successful  development  (3  years  hence) 
as  follows: 


Country 

Predicted 
total  sales 

Peroentam  of 
total  sales 

A . 

$3,000,000 

3,000,000 

7,000,000 

8,000,000 

Ptretnt 

15 

10 

35 

40 

B . 

Total . 

20,000,000 

100 

The  portion  of  potential  sales  for  each  party 
to  the  agreement  Is  as  follows: 


Percentage  of 

Corporation  Total  Sales 

X .  26%  [16%  +  10%J 

Y . 86% 

Z . 40% 


On  the  bcrsls  of  this  sales  forecast,  the  parties 
to  the  agreement  decide  to  share  the  costs 
and  risks  of  develo{»nent  of  product  P  In 
proportion  to  the  predicted  sales  of  product 
P.  Under  the  agreement  X  agrees  to  bear 
26  percent  of  the  costs  and  risks,  Y  agrees 
to  bear  36  percent  of  the  costs  and  risks, 

Z  agrees  to  bear  40  percent  of  the  costs  turd 
risks.  Since  the  sharing  agreement  provides 
for  the  sharirrg  of  costs  and  risks  on  a  rea¬ 
sonable  basis  oorrslstent  with  the  ptindiHes 
of  this  subdivision  and  the  facts  and  cir¬ 
cumstances  as  they  exist  at  the  time  of  the 
agreement,  the  shares  under  the  agreement 
will  be  deemed  to  be  arm's  length  full  rtraree. 


Example  (3).  Oorporatloru  W,  X,  Y,  and 
Z  are  the  c^y  rxrembers  of  a  grotq>  of  re¬ 
lated  entitles.  X  Is  engaged  In  a  manufac¬ 
turing  and  sales  (iteration  In  the  United 
States  and  W,  Y,  and  Z  are  engaged  In 
similar  operations  In  countries  A,  B,  and  C. 
respectively.  For  many  years,  W.  X,  Y.  and 
Z  have  been  sharing  all  the  costs  of  their 
research  and  development  activities.  Their 
agreerxrent,  which  was  reduced  to  vrrltlng  In 
1966,  has  always  provided  that  the  total  re¬ 
search  and  development  costs  Incurred  by  all 
of  the  members  are  to  be  shared  by  each 
membo'  In  the  same  proportion  as  the  cur¬ 
rent  gross  sales  by  each  member  of  all  prod¬ 
ucts  beers  to  the  total  gross  sales  by  all 
pcutlclpatlng  members  of  all  products.  In 
addition,  their  agreement  provides  that  the 
right  to  use,  manufacture,  and  sell  any  in. 
tangible  property  developed  shall  be  distrib¬ 
uted  as  follows: 


Corporation  Rights 

W .  Asia. 

X _ United  States  and  all 

countries  not  other¬ 
wise  provided  for. 

Y _ Europe. 

Z _ _ _ South  America. 


Assuming  that  the  respective  current  gross 
sales  of  the  members  bear  s(Mrve  reasonable 
relationship  to  the  respective  benefits  antici¬ 
pated  to  be  derived  by  the  rxrembers  from  the 
use  of  Intangible  {Hoperty  develc^red,  and 
assuming  that  the  arrangement  Is  otherwise 
cxMislstent  with  the  principles  of  this  sub- 
paragraph.  the  agreement  provides  for  the 
sharing  of  costs  and  risks  on  a  reasonable 
basis  and  the  shares  under  the  agreement 
will  be  deemed  to  be  full  shares  of  the  costs 
and  risks  Incurred  In  connection  with  the 
arrangement  for  1966  and  subsequent  years. 

(V)  (a)  Where  members  of  a  group 
of  controlled  entitles  who  are  parties  to 
a  cost  sharing  arrangement  share  costs 
and  risks  on  a  basis  dlffermt  from  the 
basis  provided  for  in  the  snaring  agree¬ 
ment  (but  not  so  different  as  to  cause 
the  arrangemrat  to  fall  to  qualify  as  a 
bona  fide  arrangement  under  subdivision 
(ii)(a)  of  this  subparagraph),  the  dis¬ 
trict  director  may  make  an  appropriate 
allocation  among  the  parties  to  the  ar¬ 
rangement  to  reflect  the  terms  of  the 
agreement.  The  principles  of  this  sub¬ 
division  may  be  illustrated  by  the  fol¬ 
lowing  example: 

Example.  Oorporatloiu  X  and  Y  are  mem¬ 
bers  of  the  same  controlled  group  and  the 
only  parties  to  a  bona  fide  sharing  arrange¬ 
ment  with  respect  to  the  development  of  a 
particular  product.  The  sharing  agreement 
provides  for  equal  sharing  of  all  costs  and 
risks  Incurred  in  connection  with  the  ar¬ 
rangement.  In  1960  X  Incurs  63  percent  of 
the  costs,  and  Y  Incurs  47  percent  of  the 
costs.  The  district  director  may  make  an 
appropriate  allocation  to  reflect  the  terms  of 
the  agreement. 

(b)  Where  a  bona  fide  sharing  ar¬ 
rangement  reflects  an  effort  in  good  faith 
by  the  participating  members  to  bear 
their  respective  full  shares  of  all  the  costs 
and  risks  required  to  be  shared  in  connec¬ 
tion  with  the  arrangement,  but  such 
arrangement  falls  to  provide  for  the  cor¬ 
rect  full  sharing  of  such  costs  and  risks 
by  the  various  participating  parties  in 
accordance  with  the  rules  of  subdivision 
(iv)  of  this  subparagraph,  the  district 
director  may  make  an  appropriate  al¬ 
location  to  reflect  each  participating 
member’s  correct  full  share  of  the  costs 
and  risks  required  to  be  shared  in  cim- 
nection  with  the  arrangement. 


Example.  Corporatloiu  X  and  Y  are  mem- 
beta  of  the  same  controlled  group  and  the 
only  partlea  to  a  bona  fide  sharing  arrange¬ 
ment  with  respect  to  the  development  of 
Intangible  property.  The  sharing  agreement 
provides  for  equal  sharing  of  aU  costs  and 
risks  reqvilred  to  be  shared  In  connection 
with  the  arrangement.  The  district  director 
determines  that  the  sharing  arrangement  re¬ 
flects  an  effort  In  good  faith  by  X  and  Y 
to  bear  their  respective  full  shares  of  all  the 
costs  and  risks  required  to  be  shared  In 
connection  vrlth  the  arrangement.  However, 
he  also  determines.  In  accordance  with  the 
principles  of  i  1.483-2(d)  (4)  (Iv).  that  X 
should  have  borne  60  percent  of  the  costs  and 
risks  reqvilred  to  be  shared  In  connection  with 
this  arrangement  and  that  Y  should  have 
borne  40  percent  of  such  costs  and  risks. 
The  district  director  may  make  an  appro¬ 
priate  allocation  to  reflect  the  correct  full 
shares  of  the  costs  required  to  be  shared  In 
connection  with  this  arrangement. 

(c)  Where  members  of  the  group  of 
related  entities  who  are  not  parties  to 
the  agreement  render  assistance  in  the 
form  of  loans,  services,  or  the  use  of 
tangible  or  intangible  property  in  con¬ 
nection  with  the  development  of  intan¬ 
gible  prc«)erty  by  the  parties  to  the  agree¬ 
ment,  the  amount  allocable  with  respect 
to  such  assistfuice  shall  be  determined 
in  accordance  with  the  rules  of  the  ap¬ 
propriate  paragraph  or  paragraphs  of 
this  section.  Such  allocable  amounts 
shall  be  deemed  to  be  costs  incurred  by 
the  participating  members  for  the  pur¬ 
pose  of  determining  whether  such  mem¬ 
bers  have  borne  their  arm’s  length  full 
shares  of  the  costs  and  risks  required 
to  be  shared  in  connection  with  the  ar¬ 
rangement.  In  addition,  the  district 
director  may  actually  allocate  such 
amounts  between  the  member  rendering 
such  assistance  and  the  participating 
members.  In  the  event  that  the  district 
director  does  not  exercise  his  discretion 
to  make  allocations  of  such  amounts,  the 
allocable  amounts  shall  be  allowed  as  a 
setoff  against  any  allocation  that  the 
district  director  may  make  as  a  result  of 
the  transfer  of  the  intangible  property 
to  the  entity  rendering  the  assistance. 
The  principles  of  this  subdivision  may  be 
illustrated  by  the  following  example: 

Example.  X,  Y,  and  Z  are  oorp<»«te  mem¬ 
bers  of  the  same  controUed  group,  and  X  and 
Y  are  the  only  parties  to  a  bona  fide  cost 
sharing  arrangement  with  respect  to  the  de¬ 
velopment  of  a  new  product.  The  sharing 
agreement  provides  for  eqvuvl  sharing  of  all 
costs  and  risks  Incurred  In  coimectlon  with 
the  arrangement.  During  the  year  1969,  the 
members  of  the  group  incur  expenses  In 
connection  with  the  project  as  foUows: 

X . $60,000 

Y .  40,000 

Z  _ 10,000 


Total _ _  100,000 

Z,  which  Is  In  the  business  of  providing  re¬ 
search  and  development  services  to  vuurelated 
parties.  Incurred  Its  expenses  In  the  course 
of  rendering  research  and  development  serv¬ 
ices  In  connection  with  the  project  to  which 
the  sharing  arrangement  relates.  Z  was  not 
compensated  for  these  services.  An  arm's 
length  fee  for  such  services  Is  $16,000,  and 
that  amount  Is  allocable  from  X  and  Y  to  Z 
under  ths  rules  of  paragnqih  (b)  of  this 
ssctlon.  Tbs  total  costs  Incurred  In  con- 
necttoa  with  the  arrangement  are  $106,000 
($60,000 +  $40,000 +  $16,000).  Since,  under 
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the  terms  of  the  agreement,  X  and  T  are  to 
share  equally,  $62,600  of  the  costs  (60%  x 
$106,000)  must  be  borne  by  each  of  them. 
Therefore,  for  the  purpose  of  determining 
whether  X  and  T  have  borne  their  arm’s 
length  full  shares  of  the  coats  and  risks  In¬ 
curred  In  connection  with  the  arrangement, 
$2,600  ($62.600 -$60,000)  Of  the  $16,000  al¬ 
locable  with  respect  to  Z’s  serrlces  shall  be 
deemed  to  be  a  cost  Incurred  by  X,  and 
$12,500  ($62, 600 -$40,000)  of  the  $16,000  al¬ 
locable  with  respect  to  Z’s  services  shall  be 
deemed  to  be  a  cost  Incurred  by  T.  If  the 
district  dlrectw  does  not  exercise  his  dis¬ 
cretion  to  actually  make  allocations  of  such 
amounts  for  1069,  such  amounts  shall  be 
available  to  Z  as  a  setoff  against  any  alloca¬ 
tion  that  may  be  appropriate  In  the  year  of 
a  later  transfer  to  Z  of  the  successfully  de¬ 
veloped  Intangible  property. 

(e)  Sales  of  tangible  property — (1)  7n 
general,  (i)  Where  one  member  of  a 
group  of  controlled  entities  (referred  to 
in  this  paragraph  as  the  “seller")  sells 
or  otherwise  disposes  of  tangible  prop¬ 
erty  to  another  member  of  such  group 
(referred  to  in  this  paragraph  as  the 
“buyer")  at  other  than  an  arm’s  length 
price  (such  a  sale  being  referred  to  in 
this  paragraph  as  a  “controlled  sale"), 
the  district  director  may  make  appro¬ 
priate  allocations  between  the  seller  and 
the  buyer  to  reflect  an  arm’s  length  price 
for  such  sale  or  disposition.  An  arm’s 
length  price  is  the  price  that  an  unre¬ 
lated  party  would  have  paid  under  the 
same  circumstances  for  the  pr(H>erty  in¬ 
volved  in  the  controlled  sale.  Since  un¬ 
related  parties  normally  sell  products  at 
a  profit,  an  arm’s  length  price  normally 
involves  a  profit  to  the  seller. 

(11)  Subparagraphs  (2),  (3),  and  (4) 
of  this  paragraph  describe  three  methods 
of  determining  an  arm’s  length  price  and 
the  standards  for  applying  each  method. 
’They  are,  respectively,  the  comparable 
uncontrolled  price  method,  the  resale 
price  method,  and  the  cost  plus  method. 
If  there  are  comparable  uncontrolled 
sales  as  defined  in  subparagraph  (2)  of 
this  paragraph,  the  comparable  uncon¬ 
trolled  price  method  must  be  utilized  be¬ 
cause  it  is  the  method  likely  to  result  in 
the  most  accurate  estimate  of  an  arm’s 
length  price  (for  the  reason  that  It  Is 
based  upon  the  price  actually  paid  by 
unrelated  parties  for  the  same  or  similar 
products).  If  there  are  no  comparable 
imcontroUed  sales,  then  the  resale  price 
method  must  be  utilized  if  the  standards 
for  its  application  are  met  because  it  is 
the  method  likely  to  result  in  the  next 
most  accurate  estimate  in  such  instances 
(for  the  reason  that,  in  such  instances, 
the  arm’s  length  price  determined  under 
such  method  is  based  more  directly  upon 
ac^al  arm’s  length  transactions  than  is 
the  cost  plus  method).  A  typical  situa¬ 
tion  where  the  resale  price  method  may 
be  required  is  where  a  manufacturer  sells 
products  to  a  related  distributor  which, 
without  further  processing,  resells  the 
products  in  uncontrolled  transactions. 
If  all  the  standards  for  the  mandatory 
application  of  the  resale  price  method 
are  not  satisfied,  then,  as  provided  In 
subparagraph  (3)  (iii)  of  this  paragraph, 
either  that  method  or  the  cost  plus 
method  may  be  used,  depending  upon 
which  method  is  more  feasible  and  is 
likely  to  result  in  a  more  accurate  esti¬ 


mate  of  an  arm’s  length  price.  A  typical 
situation  where  the  cost  plus  method 
may  be  appropriate  is  where  a  manufac¬ 
turer  sells  products  to  a  related  entity 
which  performs  substantial  manufactur¬ 
ing,  assembly,  or  other  processing  of  the 
product  and  adds  signifleant  value  by 
reason  of  its  utilization  of  its  intangible 
property  prior  to  resale  in  uncontrolled 
transactions. 

(ill)  Where  the  standards  for  applying 
one  of  the  three  methods  of  pricing  de¬ 
scribed  in  subdivision  (ii)  of  this  subpar¬ 
agraph  are  met,  such  method  must,  for 
the  purposes  of  this  paragraph,  be  uti¬ 
lized  unless  the  taxpayer  can  demon¬ 
strate  to  the  satisfaction  of  the  district 
director  that,  considering  all  the  facts 
and  circumstances,  some  other  method  of 
pricing  other  than  those  described  in 
subdivision  (ii)  of  this  subparagraph 
was  actually  used  by  the  taxpayer  on  a 
consistent  basis  and  that  such  method 
is  clearly  more  appropriate. 

(iv)  The  meUiods  of  determining 
arm’s  length  prices  described  in  this  sec¬ 
tion  are  stated  in  terms  of  their  applica¬ 
tion  to  individual  sales  of  property. 
However,  because  of  the  possibility  that 
a  taxpayer  may  make  controlled  sales  of 
many  different  products,  or  many  sepa¬ 
rate  sales  of  the  same  product,  it  may  be 
impractical  to  analyze  every  sale  for  the 
purposes  of  determining  the  arm’s  length 
price.  It  is  therefore  permissiMe  to 
determine  or  verify  arm’s  length  prices 
by  applying  the  appropriate  methods  of 
pricing  to  product  lines  or  other  group¬ 
ings  where  it  is  impractical  to  ascertain 
an  arm’s  length  price  for  each  product  or 
sale.  In  addition,  the  district  director 
may  determine  or  verify  the  arm’s  length 
price  of  all  sales  to  a  related  entity  by 
employing  reasonable  statistical  sam¬ 
pling  techniques. 

(2)  Comparable  uncontrolled  price 
method,  (i)  Under  the  method  of  pric¬ 
ing  described  as  the  “comparable  un¬ 
controlled  price  method’’,  the  arm’s 
length  price  of  a  controlled  sale  is  equal 
to  the  price  paid  in  comparable  uncon¬ 
trolled  sales,  adjusted  as  provided  in  sub¬ 
division  (ii)  of  this  subparagraph. 

(ii)  “Uncontrolled  sales”  are  sales 
where  at  least  one  party  to  the  sale  is  not 
a  member  of  the  controlled  group.  ’These 
include  (a)  sales  made  by  the  seller  to  an 
unrelated  party,*  (b)  sales  made  to  the 
buyer  by  an  unrelated  party,  and  (c) 
sales  made  where  neither  party  is  a  mem¬ 
ber  of  the  controlled  group.  However, 
uncontrolled  sales  do  not  include  sales  at 
unrealistic  prices,  as  for  examine  where 
a  member  makes  imcontroUed  sales  in 
small  quantities  at  a  price  designed  to 
justify  a  nonarm’s  length  price  on  a  large 
volume  of  controUed  sales.  UncontroUed 
sales  are  considered  comparable  to  con¬ 
troUed  sales  if  the  physical  property  and 
circumstances  involved  in  the  uncon- 
troUed  sales  are  identical  to  the  imysical 
property  and  circumstances  Involved  in 
the  controUed  sales,  or  if  such  properties 
and  circumstances  are  so  nearly  Identical 
that  any  differences  either  have  no  effect 
on  price,  or  such  differences  can  be 
readily  reflected  by  a  reasonable  number 
of  adjustments  to  the  price  of  uncon¬ 


trolled  sales.  For  this  purpose  differ¬ 
ences  can  be  reflected  by  adjusting  prices 
only  where  such  differences  have  a 
definite  and  readily  measurable  effect  on 
price.  If  the  differences  can  be  reflected 
by  such  adjustment,  then  the  price  of  the 
uncontroUed  sale  as  adjusted  constitutes 
the  comparable  uncontrolled  sale  price. 
Some  of  the  circumstances  which  may 
affect  the  price  of  property  are  differ¬ 
ences  in  terms  of  sale.  Intangible  prop¬ 
erty  associated  with  the  sale,  time  of 
sale,  and  the  level  of  the  market  and  the 
geographic  market  in  which  the  sale 
takes  place.  Whether  and  to  what  ex¬ 
tent  differences  in  the  vsulous  circum¬ 
stances  affect  price,  and  whether  differ¬ 
ences  render  sales  noncomparable,  de¬ 
pends  upon  the  particular  circumstances 
and  property  involved.  The  principles 
of  this  subdivision  may  be  iUustrated  by 
the  foUowlng  examples,  in  each  of  which 
it  is  assumed  that  X  makes  both  con¬ 
troUed  and  unccMitroUed  sales  of  the 
identical  property: 

Example  (i).  Assume  that  the  clrciun- 
stances  surrounding  the  controlled  and  the 
uncontrolled  sales  are  Identical,  except  for 
the  fact  that  the  controlled  sales  {Nice  Is  a 
delivered  price  and  the  uncontrolled  sales 
are  made  f.o.b.  X’s  factory.  Since  differences 
In  terms  of  transportation  and  Insurance 
generally  have  a  definite  and  readily  measur¬ 
able  effect  on  price,  such  differences  do  not 
normally  render  the  uncontroUed  sales  non¬ 
comparable  to  the  controlled  sales. 

Example  (2).  Assume  that  the  circum¬ 
stances  surrounding  the  controlled  and  un¬ 
controlled  sales  are  Identical,  except  for  the 
fact  that  X  affixes  Its  valuable  trademark  In 
the  controlled  sales,  and  does  not  sfiii  its 
trademark  In  uncontrolled  sales.  Since  the 
effects  on  price  of  differences  In  Intangible 
property  associated  with  the  sale  of  tangible 
property,  such  as  trademarks,  are  normaUy 
not  readily  measurable,  such  differences 
would  normally  render  the  uncontrolled  sales 
noncomparable. 

(iU)  Where  there  are  two  or  more 
comparable  uncontroUed  sales  suscep¬ 
tible  of  adjustment  as  defined  in  subdi¬ 
vision  (U)  of  this  subparagraph,  the  com¬ 
parable  uncontroUed  sale  or  sales  re¬ 
quiring  the  fewest  and  simplest  adjust¬ 
ments  provided  in  subdivision  (U)  of  this 
subparagraph  should  generaUy  be  se¬ 
lected.  Hius,  for  example,  if  a  taxpayer 
makes  comparable  uncontrolled  sales  of 
a  particular  product  which  differ  from 
the  controlled  sale  only  with  respect  to 
the  terms  of  deUvery,  and  makes  other 
comparable  uncontroUed  sales  of  the 
product  which  differ  from  the  controlled 
sale  with  respect  to  both  terms  of  deUv¬ 
ery  and  terms  of  payment,  the  compa¬ 
rable  uncontroUed  sales  differing  only 
with  respect  to  terms  of  deUvery  should 
be  selected  as  the  comparable  uncon¬ 
trolled  sale. 

(iv)  One  of  the  circumstances  which 
may  affect  the  price  of  property  is  the 
fact  that  the  seller  may  dedre  to  make 
sales  at  less  than  a  normal  profit  for  the 
primary  purpose  of  establishing  or  main¬ 
taining  a  market  for  his  products.  Thus, 
a  seUer  may  be  willing  to  reduce  the  price 
of  a  product,  for  a  time,  in  order  to  intro¬ 
duce  his  product  into  an  area  or  in  order 
to  meet  competition.  However,  con¬ 
troUed  sales  may  be  priced  in  such  a 
manner  only  if  such  price  would  have 
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been  charged  In  an  uncontrolled  sale  un¬ 
der  comparable  circumstances.  Nor¬ 
mally.  such  fact  can  b^  demonstrated 
only  if  it  can  be  shown  that  the  buyer  in 
the  controlled  sale  made  corresponding 
reductions  in  the.  resale  price  to  uncon¬ 
trolled  purchaser,  or  that  such  buyer 
engaged  in  substantially  greater  sales 
promotion  activities  with  respect  to  the 
product  involved  in  the  controlled  sale 
than  with  respect  to  other  products. 

(3)  Resale  price  method,  (i)  Under 
the  pricing  method  described  as  the  “re¬ 
sale  price  method",  the  arm’s  length 
price  of  a  controlled  sale  is  equal  to  the 
applicable  resale  price  (as  defined  in 
subdivision  (iv)  or  (v)  of  this  subpara¬ 
graph)  ,  reduced  by  an  appropriate  mark¬ 
up.  and  adjusted  as  provided  in  subdi¬ 
vision  (ix)  of  this  subparagraph.  An 
appropriate  markup  is  computed  by  mul¬ 
tiplying  the  applicable  resale  price  by  the 
appropriate  markup  percentage  as  de¬ 
fined  in  subdivision  (vl)  of  this  subpara¬ 
graph.  Thus,  where  one  member  of  a 
group  of  controlled  entities  sells  prop¬ 
erty  to  another  member  .which  resells 
the  property  in  luicontrolled  sales,  if  the 
applicable  resale  price  of  the  property 
involved  in  the  controlled  sale  is  $100  and 
the  appropriate  markup  percentage  for 
resales  by  the  buyer  is  20  percent,  the 
arm’s  length  price  of  the  controlled  sales 
is  $80  ($100  minus  [20  percentx$100]), 
adjusted  as  provided  in  subdivision  (ix) 
of  this  subparagraph. 

(il)  The  resale  price  method  must  be 
used  to  compute  an  arm’s  length  price 
of  a  controlled  sale  if  all  the  following 
circumstances  exist: 

(a)  There  are  no  comparable  uncon¬ 
trolled  sales  as  defined  in  subparagraph 
(2)  of  this  paragraph. 

(b)  An  applicable  resale  price,  as  de¬ 
fined  in  subdivision  (Iv)  or  (v)  of  this 
subparagraph,  is  available  with  respect 
to  resales  made  within  a  reasonable  time 
before  or  af  ter  the  time  of  the  controlled 
sale. 

(c)  The  buyer  (reseller)  has  not  added 
more  than  an  insubstantial  amount  to 
the  value  of  the  property  by  physically 
altering  the  product  before  resale.  For 
this  purpose  packaging,  repacking,  label¬ 
ing,  or  minor  assembly  of  property  does 
not  constitute  physical  alteration. 

(d)  The  buyer  (reseller)  has  not  added 
more  than  an  insubstantial  amount  to 
the  value  of  the  property  by  the  iise  of 
its  intangible  pix^ierty.  See  §  1.482-2 
(d)  (3)  for  the  definition  of  Intangible 
property. 

(ill)  Notwithstanding  the  fact  that  one 
or  both  of  the  requirements  of  subdi¬ 
vision  (ii)  (c)  or  (d)  of  this  subpara¬ 
graph  may  not,  be  met,  the  resale  price 
method  may  be  used  if  such  method  is 
more  feasible  and  is  likely  to  result  in  a 
more  accurate  determination  of  an  arm’s 
length  price  than  the  use  of  the  cost 
plus  method.  Thus,  even  though  one  of 
the  requirements  of  such  subdivision  is 
not  satisfied,  the  resale  price  method  may 
nevertheless  be  more  a]H>roprlate  than 
the  cost  plus  method  because  the  ccmi- 
putations  and  evaluatkms  required  under 
the  former  method  may  be  fewer  and 
easier  to  make  than  under  the  latter 


method.  In  general,  the  resale  price 
method  is  more  apprc^riate  when  the 
functions  performed  by  the  seller  are 
more  extensive  and  more  dlfllcult  to 
evaluate  than  the  fimctions  performed  by 
the  buyer  (reseller).  The  principle  of 
this  subdivision  may  be  illustrated  by  the 
following  examples  in  each  of  which  it 
is  assiuned  that  corporation  X  developed 
a  valuable  patent  covering  product  M 
which  it  manufactures  and  sells  to  cor¬ 
poration  Y  in  a  controlled  sale,  and  for 
which  there  is  no  comparable  uncon¬ 
trolled  sale: 

Example  {!).  Corporation  T  adds  a  com¬ 
ponent  to  product  M  and  resells  the  assem¬ 
bled  product  In  an  uncontrolled  sale  within 
a  reasonable  time  after  the  controlled  sale  of 
product  M.  Assume  further  that  the  addi¬ 
tion  of  the  component  added  more  than  an 
Insubstantial  amount  to  the  value  of  product 
M.  but  that  T’s  function  In  purchasing  the 
otHnponent  and  assembling  the  prodiict  i»lor 
to  sale  was  subject  to  reasonably  praclse 
valuation.  Although  the  controlled  sale  and 
resale  does  not  meet  the  requirements  of 
subdivision  (U)  (e)  of  this  subparagraph,  the 
resale  price  method  may  be  used  under  the 
circumstances  because  that  method  lnv<dves 
computations  and  evaluations  which  are 
fewer  and  easier  to  make  than  under  the 
cost  plus  method.  This  Is  because  X’s  use  of 
a  patent  may  be  more  difficult  to  evaluate 
in  determining  an  iq>proprlate  gross  profit 
percentage  under  the  cost  plus  method,  than 
Is  evaluation  of  Y’s  assembling  function  In 
determining  the  appropriate  markup  per¬ 
centage  under  the  resale  price  method. 

Example  (2).  Corporation  Y  resells  prod¬ 
uct  M  In  an  uncontrolled  sale  within  a 
reasoimble  time  after  the  controlled  sale 
after  attaching  Its  valuable  trademark  to  It. 
Assume  further  that  it  can  be  draaonstrated 
through  comparison  with  other  uncontrolled 
sales  of  Y  that  the  addition  of  Y’s  trademark 
to  a  iNTOduct  usually  adds  25  percent  to  the 
markup  on  Its  sales.  On  the  other  hand,  the 
effect  of  X's  use  of  Its  patent  Is  difficult  to 
evaluate  In  iq>plylng  the  cost  plus  method 
because  no  reasonable  standard  of  compari¬ 
son  Is  available.  Although  the  controlled 
sale  and  resale  does  not  meet  the  require¬ 
ments  of  subdlvlslcm  (11)  (d)  of  this  sub- 
paragraph,  the  resale  prtoe  method  may  be 
\ised  because  that  method  Involves  compu¬ 
tations  and  evaluations  which  are  fewer  and 
easier  to  make  than  under  the  cost  plus 
method.  This  Is  because  X’s  use  of  a  p«^nt 
Is  more  difficult  to  evaluate  In  determining 
an  iq>proprlate  gross  profit  percentage  under 
the  cost  plus  method,  than  Is  evaluation  of 
the  use  of  Y’s  trademark  in  determining  the 
appropriate  markup  percentage  under  the 
resale  {Mice  method. 

(iv)  For  the  purposes  of  this  subpara¬ 
graph  the  “applicable  resale  price”  is 
the  price  at  which  property  purchased  in 
the  controlled  sale  is  resold  by  the  buyer 
in  an  uncontrolled  sale.  Where  such 
property  is  not  fungible  property,  as  de- 
fin^  in  this  subdivision,  the  “applicable 
resale  price”  shall  be  equal  to  the  resale 
price  of  the  particular  item  of  property 
Involved.  Where,  however,  the  property 
involved  in  the  purchase  and  resale  is 
fungible  property,  and  the  buyer  makes 
more  Uum  one  resale  of  such  prcHxrty. 
the  “applicable  resale  price”  shaU  be 
equal  to  the  resale  price  of  the  particular 
item  of  fimglble  property  which  meets 
the  requirements  of  subdivision  (11)  of 
this  subparagraph  and  which  is  closest 
in  point  of  time  to  the  controlled  sale  In 


question,  unless  a  resale  at  some  other 
time  is  clearly  more  appropriate.  In  the 
event  there  is  no  resale  which  meets  the 
requirements  of  such  subdivision  (il), 
but,  pursfiant  to  subdivision  (ill)  of  this 
subparagraph  the  resale  price  method  is 
used,  the  resale  of  fungible  property  clos¬ 
est  in  point  of  time  to  the  controlled  sale 
shall  be  used  unless  a  resale  at  some 
other  time  is  clearly  more  appropriate. 
For  the  purposes  of  this  subdivision, 
property  is  “fungible”  if  it  is  physically 
identical  to  another  item  of  property,  or 
if  it  is  so  nearly  physically  identical  that 
it  could  be  substituted  for  the  other  item 
without  effecting  a  change  in  price.  The 
principles  of  this  subdivision  may  be  il¬ 
lustrated  by  the  following  examples  in 
each  of  which  it  is  assiuned  that  X  and 
Y  are  members  of  the  same  group  of  con¬ 
trolled  taxpayers: 

Example  (1).  X  Mils  a  generator  to  Y, 
which  waa  built  to  the  specifications  of  Y's 
customer.  Y  reMlls  the  generator  In  an 
uncontrolled  sale  for  $100,000.  The  resale 
price  of  the  specific  generator  Is  the  “appli¬ 
cable  resale  price”  for  the  purposes  ci  this 
subdivision. 

Example  (2).  For  a  number  of  years  X 
has  sold  to  Y  generators  of  a  certain  model 
which  are  Identical  in  every  respect.  On 
July  12,  and  December  27,  1067,  X  makes 
sales  to  Y  of  such  generators.  Y  makes  re¬ 
sales  of  generators  of  the  same  model  to 
unrelated  parties,  without  physical  altera¬ 
tion,  and  without  the  addition  of  value  by 
reason  of  Its  utilization  of  Its  Intangible 
property,  as  follows: 

July  10,  1967 — 0  generators  at  $100  p«r  gen¬ 
erator. 

July  31,  1967 — 10  generators  at  $105  per  gen¬ 
erator. 

September  15,  1967 — 15  generators  at  $110 
per  generator. 

December  15,  1967 — 10  generators  at  $105 
per  generator. 

January  8.  1968 — 10  generators  at  $104  per 
generator. 

The  applicable  resale  price  of  the  generators 
sold  by  X  to  Y  on  July  12  Is  $100  per  genera¬ 
tor  becauM  that  Is  the  price  of  the  resale 
closest  In  point  of  time  (July  10)  to  the 
sale  In  question.  Ihe  applicable  resale  price 
of  the  generators  sold  by  X  to  Y  on  Decem¬ 
ber  27  Is  $104  per  generator  becauM  that  Is 
the  price  at  the  resale  closest  in  point  of 
time  (January  3)  to  the  sale  In  question. 

(v)  Where  the  property  purchased  in 
the  controlled  sale  is  resold  in  another 
contrc^ed  sale,  the  “applicable  resale 
price”  is  the  price  at  which  such  property 
is  finally  resold  in  an  imcontroUed  sale, 
providing  that  the  series  of  sales  as  a 
whole  meets  all  the  requirements  of  sub¬ 
division  (ii)  of  this  subparagraph  or  that 
the  resale  price  method  is  used  pursuant 
to  subdivision  (iii)  of  this  subparagraph. 
In  such  case,  the  determination  of  the 
appropriate  markup  percentage  shall 
take  into  account  the  fimction  or  func¬ 
tions  performed  by  all  members  of  the 
group  participating  in  the  series  of  sales 
and  rMales.  Thus,  if  X  sells  a  product 
to  Y  in  a  controlled  sale,  Y  sells  the  prod¬ 
uct  to  Z  in  a  controlled  sale,  and  Z  sells 
the  product  in  an  uncontrolled  sale,  the 
resale  price  method  must  be  used  if  Y 
and  Z  together  have  not  added  more  than 
an  insubstantial  amount  to  the  valiie  of 
the  product  throu^  physical  alteration 
or  the  application  of  intangible  property, 
and  the  final  resale  occurs  within  a  rea- 
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sonable  time  of  the  sale  from  X  to  Y. 
In  such  case,  the  applicable  resale  price 
is  the  price  at  which  Z  sells  the  pr(^uct 
in  the  xmcontrolled  sale,  and  the  appro¬ 
priate  markup  percentage  shall  take  into 
account  the  functions  performed  by  both 
y  and  Z. 

(vi)  For  the  purposes  of  this  subpara¬ 
graph,  the  appropriate  markup  percent¬ 
age  is  equal  to  the  percentage  of  gross 
profit  (expressed  as  a  percentage  of 
sales)  earned  by  the  buyer  (reseller)  or 
another  party  during  the  taxable  year 
on  the  resale  of  property  which  is  both 
purchased  and  resold  in  an  uncontrolled 
transaction,  and  which  resale  is  most 
similar  to  the  applicable  resale  of  the 
property  Involved  in  the  controlled  sale. 
The  following  are  the  most  important 
characteristics  to  be  considered  in  de¬ 
termining  the  similarity  of  resales: 

(a)  The  t3rpe  of  property  involved  in 
the  sales.  For  example:  Machine  tools, 
men’s  furnishings,  small  household  ap¬ 
pliances. 

(b)  The  functions  performed  by  the 
reseller  with  respect  to  the  property. 
For  example:  Packaging,  labeling,  de¬ 
livering,  maintenance  of  inventory,  minor 
assembly,  advertising,  selling  at  whole¬ 
sale,  selling  at  retail,  billing,  mainte¬ 
nance  of  accounts  receivable,  and 
servicing. 

(c)  The  effect  on  price  of  any  in¬ 
tangible  property  of  the  reseller  utilized 
by  it  in  connection  with  the  property 
resold.  For  example:  Patents,  trade¬ 
marks,  trade  names. 

(d)  The  geographic  market  in  which 
the  functions  are  performed  by  the  re¬ 
seller. 

In  general,  the  similarity  to  be  sought  re¬ 
lates  to  the  probable  effect  upon  the 
markup  percentage  of  any  differences  in 
such  characteristics  between  the  uncon¬ 
trolled  purchases  and  resales  on  the  one 
hand  and  the  controlled  purchases  and 
resales  on  the  other  hand.  Thus,  close 
physical  similarity  of  the  property  in¬ 
volved  in  the  sales  compart  is  not  re¬ 
quired  under  the  resale  price  method 
since  a  lack  of  close  physical  similarity  is 
not  necessarily  indicative  of  dissimilar 
markup  percentages. 

(vll)  Whenever  possible,  markup  per¬ 
centages  should  be  derived  frtxn  uncon¬ 
trolled  purchases  and  resales  of  the 
buyer  (reseller)  Involved  in  the  con¬ 
trolled  sale,  because  similar  characteris¬ 
tics  are  more  likely  to  be  found  among 
different  resales  of  property  made  by  the 
same  reseller  than  among  sales  made  by 
other  resellers.  In  the  absence  of  resales 
by  the  same  bujrer  (reseller) .  evidence  of 
an  appropriate  markup  percentage  may 
be  derived  from  resales  by  other  resellers 
selling  in  the  same  or  a  similar  market  in 
which  the  controlled  buyer  (reseller)  is 
selling,  providing  such  resellers  perform 
comparable  functions.  If  the  controlled 
buyer  (reseller)  is  located  in  a  foreign 
country  and  information  on  resales  by 
other  resellers  in  the  same  foreign  market 
is  not  available,  then  markup  percentages 
earned  by  U.S.  resellers  performing  com¬ 
parable  functions  may  be  used.  In  the 
absence  of  data  on  markiip  percentages 
of  particular  sales  or  groups  of  sales,  the 


prevailing  markup  percentage  in  the  par¬ 
ticular  Industry  involved  may  be  appro¬ 
priate.  In  corroborating  or  testing  the 
appr(H>riateness  of  a  markup  percentage, 
the  net  profit  earned  by  the  buyer  (re¬ 
seller)  in  relation  to  net  profits  earned  by 
other  resellers  similarly  circumstanced 
may  be  considered. 

(viii)  In  calculating  the  markup  per¬ 
centage  earned  on  imcontrolled  pur¬ 
chases  and  resales,  and  in  applying  such 
percentage  to  the  applicable  resale  price 
to  determine  the  appropriate  markup, 
the  same  elements  which  enter  into  the 
computation  of  the  sales  price  and  the 
costs  of  goods  sold  of  the  property  in¬ 
volved  in  the  comparable  uncontrolled 
purchases  and  resales  should  enter  into 
such  computation  in  the  case  of  the  prop¬ 
erty  Involved  in  the  controlled  purchases 
and  resales.  Thus,  if  freight-in  and 
packaging  expense  are  elouents  of  the 
cost  of  goods  sold  in  comparable  uncon¬ 
trolled  purchases,  then  such  elements 
should  also  be  taken  into  accoimt  in 
computing  the  cost  of  goods  sold  of  the 
controlled  purchase.  Similarly,  if  the 
comparable  markup  percentage  is  based 
upon  net  sales  (after  reduction  for  re¬ 
turns  and  allowances)  of  uncontrolled 
resellers,  such  percentage  must  be  applied 
to  net  sales  of  the  buyer  (reseller) . 

(ix)  In  determining  an  arm’s  length 
price  appropriate  adjustment  must  be 
made  to  reflect  any  material  differences 
between  the  uncontrolled  purchases  and 
resales  used  as  the  basis  for  the  calcula¬ 
tion  of  the  appropriate  markup  percent¬ 
age  and  the  resales  of  property  involved 
in  the  controlled  sale.  ’The  differences 
referred  to  in  this  subdivision  are  those 
differences  in  functions  or  circumstances 
which  have  a  deflnlte  and  readily  meas¬ 
urable  effect  on  price.  ’The  principles  of 
this  siibdivislon  may  be  Illustrated  by  the 
following  example: 

Example.  Assume  tbat  X  and  T  are  mem¬ 
bers  of  tbe  same  group  of  oontroUed  entitles 
and  tbat  Y  purchases  electric  mixers  from 
X  and  electric  toasters  from  uncontrolled 
entitles.  Y  performs  substantially  similar 
functions  with  respect  to  resales  of  both  tbe 
mixers  and  the  toasters,  except  that  It  does 
not  warrant  tbe  -toasters,  but  does  provide 
a  BO -day  warranty  for  tbe  mixers.  Y  nor¬ 
mally  earns  a  gross  profit  on  toasters  of  30 
percent  of  gross  selling  price.  The  20-per¬ 
cent  gross  profit  on  the  resale  of  toasters  is 
an  ai^rc^rlate  markup  percentage,  but  tbe 
price  of  the  controlled  sale  computed  with 
reference  to  such  rate  miist  be  adjusted  to 
reflect  the  difference  in  terms  (tbe  warranty) . 

(4)  Cost  plus  method.  (1)  Under  the 
pricing  method  described  as  the  “cost 
plus  method’’,  the  arm’s  length  price  of 
a  cMitrolled  sale  of  property  shall  be 
computed  by  adding  to  the  cost  of  pro¬ 
ducing  such  property  (as  computed  in 
subdivision  (ii)  of  this  subparagraph), 
an  amount  which  is  equal  to  such  cost 
multiplied  by  the  appropriate  gross  profit 
percentage  (as  computed  in  subdivision 
(iii)  of  this  subparagraph) ,  plus  or  minus 
any  adjustments  as  provided  in  subdivi¬ 
sion  (V)  of  this  subparagraph. 

(ii)  For  the  purposes  of  this  subpara¬ 
graph,  the  cost  of  producing  the  property 
involved  in  the  controlled  sale,  and  the 
(x>sts  which  enter  into  the  cMuputation 


of  the  appiYHiriate  gross  profit  percent¬ 
age  shall  be  computed  in  a  consistent 
manner  in  accordance  with  sound  ac¬ 
counting  practice  for  allocating  or  ap¬ 
portioning  costs,  which  neither  favors 
nor  burdens  controlled  sales  in  compcui- 
son  with  uncontrolled  sales.  Thus,  if 
the  costs  used  in  computing  the  aiH>ro- 
priate  gross  proflt  percentage  are  com¬ 
prised  of  the  full  cost  of  goods  sold,  in¬ 
cluding  direct  and  indirect  costs,  then 
the  cost  of  producing  the  pit^rty  in¬ 
volved  in  the  controlled  sale  miist  be 
comprised  of  the  full  cost  of  goods  sold, 
including  direct  and  Indirect  costs.  On 
the  other  hand,  if  the  costs  used  in  com¬ 
puting  the  appropriate  gross  proflt  per¬ 
centage  are  cfunprised  only  of  direct 
costs,  the  cost  of  producing  the  property 
involved  in  the  controlled  sale  may  be 
comprised  only  of  direct  costs. 

(iii)  For  the  purposes  of  this  subpara¬ 
graph,  the  appropriate  gross  proflt  per¬ 
centage  is  equal  to  the  gross  prx^t  per¬ 
centage  (expressed  as  a  percentage  of 
cost)  earned  by  the  seller  another 
party  during  the  taxable  year  on  the 
imcmitrolled  sale  or  sales  of  property 
which  are  most  similar  to  the  controlled 
sale  in  question  with  respect  to  the  fol¬ 
lowing  characteristics: 

(a)  ’The  type  of  property  Involved  in 
the  sales.  For  example:  M8u:hlne  tools, 
men’s  furnishings,  small  household  ap¬ 
pliances. 

(b)  The  functions  performed  by  the 
seller  with  respect  to  the  property  sold. 
For  example:  contract  manufacturing, 
product  assembly,  selling  activity,  proc¬ 
essing,  servicing,  delivering. 

(c)  The  effect  of  any  Intangible  prop¬ 
erty  of  the  seller  associated  with  the 
property  sold.  For  example:  Patents, 
trademarks,  trade  names. 

(d)  The  geographic  market  in  which 
the  functions  are  performed  by  the 
seller. 

In  general,  the  similarity  to  be  sought 
relates  to  the  probable  effect  upon  the 
margin  of  gross  proflt  of  any  differences 
in  such  chsuucteilstics  between  the  un¬ 
controlled  sales  and  the  controlled  sale. 
’Thus,  close  physical  similarity  of  the 
property  involved  in  the  sales  compared 
is  not  required  under  the  cost  plus 
method  since  a  lack  of  close  physical 
similarity  is  not  necessarily  indicative  of 
dissimilar  proflt  margins.  See  subpara¬ 
graph  (2)  (iv)  of  this  paragraph,  relating 
to  sales  made  at  less  than  a  normal  proflt 
for  the  primary  purpose  of  establishing 
or  maintaining  a  market. 

(iv)  Whenever  possible,  gross  proflt 
percentages  should  be  derived  from  un¬ 
controlled  sales  made  by  the  seller  in¬ 
volved  in  the  controlled  sale,  because 
sii^ar  characteristics  are  more  likely  to 
be  found  among  sales  of  property  made 
by  the  same  seller  than  among  sales 
made  by  other  sellers.  In  the  absence 
of  such  sales,  evidence  of  an  appropriate 
gross  proflt  percentage  may  be  derived 
from  similar  uncontrolled  sales  by  other 
sellers,  whether  or  not  such  sellers  are 
members  of  the  contrc^ed  group.  In  the 
absence  of  data  <»  gross  profit  percent¬ 
ages  til  particular  sales  or  groups  of  sales 
which  are  similar  to  the  controlled  sale. 


FEDERAL  REGISHR,  VOL  31,  NO.  MS— TUESDAY.  AUlUJST  2,  19M 


PROPOSED  RULE  MAKING 


10405 


the  prevailing  gross  profit  percentages 
in  the  particular  industry  involved  may 
be  appropriate. 

(v)  Where  the  most  similar  sale  or 
sales  from  which  the  impropriate  gross 
profit  percentage  is  derived  differ  in  any 
material  respect  from  the  controlled  sale, 
the  arm's  length  price  which  is  computed 
by  appl3dng  such  percentage  must  be 
adjusts  to  refiect  such  differences  to  the 
extent  such  differences  would  warrant 
an  adjustment  of  price  in  uncontrolled 
transactions.  The  differences  referred 
to  in  this  subdivision  are  those  differences 
which  have  a  definite  and  readily  meas¬ 
urable  effect  on  price. 

Pax.  3.  Paragraph  (a)  of  {  1.861-8  is 
amended  to  read  as  follows: 

§  1.861-8  Computation  of  taxable  in¬ 
come  from  sources  within  the  United 
States. 

(a)  General  rule  for  treatment  of  al~ 
lowable  deductions — (1)  Method  of  de¬ 
termining  taxable  income.  Frmn  the 
items  of  gross  Income  specified  in 
SS  1.861-2  to  1.861-7,  inclusive,  as  being 
income  from  sources  within  the  United 
States  there  shall  be  deducted  (1)  the 
expenses,  losses,  and  other  deductions 
properly  apportioned  or  allocated  thereto 
and  (ii)  a  ratable  part  of  any  otha*  ex¬ 
penses,  losses,  or  other  deductions  which 
cannot  definitely  be  allocated  to  smne 
item  or  class  of  gross  income  under  sub¬ 
division  (i)  of  this  subparagrimh.  ITie 
excess,  if  any,  of  such  income  over  such 
deductions  shall  be  treated  as  taxable 
inccHne  from  sources  within  the  United 
States.  However,  see  paragraphs  (b), 
(c) ,  and  (d)  of  this  section  for  treatmmt 
of  certain  deductions  and  S9  1.863-3, 
1.863-4,  and  1.863-5  for  the  determina¬ 
tion  of  taxable  Income  from  sources 
within  the  United  States  in  the  case  of 
certain  items  or  classes  of  gross  income. 

(2)  Rules  for  allocating  or  apportion¬ 
ing  deductions — (1)  Deductions  definitely 
related  to  an  item  or  class  of  income. 
For  the  purposes  of  subparagraph  (1)  (1) 
of  this  paragraph,  a  deduction  which  is 
definitely  relate,  whether  directly  or 
indirect^,  to  an  item  or  class  of  gross 
income  shall  be  considered  an  expense, 
loss,  or  other  deduction  which  is  to  be 
properly  apportioned  or  allocated  to  such 
item  or  class  of  gross  Income.  For  this 
purpose,  the  determination  of  whether  a 
deduction  is  definitely  related  to  an  item 
or  class  of  gross  income  shall  be  made  in 
accordance  with  subparagraph  (3)  of 
this  paragraph.  A  deduction  which  is 
definitely  related  to  a  single  item  or  class 
of  gross  income  shall  be  allocated  there¬ 
to.  A  deduction  which  is  definitely  re¬ 
lated  to  more  than  one  item  or  class  of 
gross  income  shall  be  allocated  to  idl 
such  items  or  classes  of  gross  income, 
and,  if  necesary,  shall  then  be  aiq^or- 
tioned  among  such  items  or  classes  of 
gross  income  as  provided  in  subpara¬ 
graph  (4)  (1)  of  this  paragraph. 

(ii)  Deductions  not  definitely  related 
to  an  item  or  class  of  income.  For  the 
purposes  of  subparagraph  (1)  (ii)  of  this 
paragraph,  a  deduction  which  is  not 
definitely  related  (within  the  meaning  of 
subparagraph  (3)  of  this  paragraph) 


to  any  item  or  class  of  gross  income  shall 
be  considered  a  deduction  which  cannot 
definitely  be  allocated  to  some  item  or 
class  of  gross  income  and  shall  be  ap¬ 
portioned  ratably  among  all  items  or 
classes  of  gross  Income  as  provided  in 
siibparagraph  (4)  (ii)  of  this  paragraph. 

(3)  Ruies  for  determining  whether  de¬ 
ductions  are  definitely  related  to  an  item 
or  class  of  income — (1)  In  general.  A 
deduction  shall  be  considered  definitely 
related  to  one  or  more  items  or  classes  of 
gross  income  if  it  is  Incurred  In  whole 
or  in  material  part  as  a  result  of.  or  inci¬ 
dent  to,  the  activities  from  which  such 
gross  income  is  derived,  or  if  it  relates 
to  a  deduction  which  is  incurred  in  whole 
or  in  material  part  as  a  result  of.  or  in¬ 
cident  to,  the  activities  from  which  such 
gross  Income  is  derived.  See  paragraph 
(b)  (4)  (ill)  of  9  1.482-2  for  examples  of 
the  types  of  deductions  which  relate  to 
deductions  which  are  considered  def¬ 
initely  related  to  particular  items  or 
classes  of  gross  Income,  and  see  para¬ 
graph  (b)  (5)  of  9  1.482-2  for  examples  of 
the  tirpes  of  deductions  which  are  not 
considered  related  to  such  deductions. 
For  rules  relating  to  determinations  with 
respect  to  certain  specific  deductions  for 
purposes  of  subparagri4>h  (2)  of  this 
paragraph,  see  subdivisions  (ii)  through 
(vil)  of  this  subparagraph. 

(ii)  Interest,  (a)  The  deduction  for 
interest  paid  on  a  loan  the  proceeds  of 
which  are  used  to  purchaM  property 
which  is  security  for  such  loan  and  for 
interest  pcdd  on  an  obligation  which  con¬ 
stitutes  all  or  part  of  the  payment  of 
the  purchase  price  of  property  shall  be 
considered  definitely  related  to  the  items 
or  classes  of  gross  income,  if  any,  to 
which  that  property  gives  rise.  If  such 
property  does  not  give  rise  to  gross  in¬ 
come.  such  interest  deduction  shall  be 
considered  a  deduction  which  is  definitely 
related  to  all  items  or  classes  of  gross 
income  of  the  taxpayer,  and  must  be 
apportioned  among  such  items  or  classes 
as  provided  in  subparagn^  (4)(i)  of 
this  paragraph. 

(b)  An  interest  deduction  not  de¬ 
scribed  in  (a)  of  this  subdivision  stu^ 
be  considered  a  deduction  which  is 
definitely  related  to  all  items  or  classes 
of  gross  income  of  the  taxpayer,  and 
must  be  anx>rtioned  among  such  itons 
or  classes  as  provided  in  subparagraph 

(4)  (i)  of  this  paragn^ih. 

(ill)  Losses  on  sale  or  exchange  of 
property.  The  deduction  for  loss  recog¬ 
nized  on  the  sale  or  exchange  of  a  capital 
asset  or  for  loss  recognized  on  the  sale 
or  exchange  of  property  described  in  sec¬ 
tion  1231(b)  shall  be  considered  to  be  a 
deduction  which  is  allocated  or  appor¬ 
tioned  to  income  from  sources  within  the 
United  States  in  accordance  with  sub- 
paragraiA  (2)  (1)  of  this  paragraph,  but 
only  if  a  gain  on  such  sale  or  exchange, 
if  such  sale  or  exchange  had  resulted  in  a 
gain,  would  have  been  treated  as  Income 
fitnn  sources  within  the  United  States. 

(iv)  Expenses  of  performing  services. 
Costs  or  deductions  Incurred  with  respect 
to  services  performed  for,  or  on  behalf 
of,  a  person  other  than  the  taxpayer  shall 
be  considered  definitely  related  to  the 


item  or  class  of  gross  income  (including 
an  item  of  gross  incmne  allocated  to  the 
taxpayer  under  section  482)  which  re¬ 
sults  from  performing  such  services;  and 
such  costs  or  deductions  shall  not  be  ap¬ 
portioned  to  any  other  item  or  class  of 
income;  For  the  purposes  of  this  sub¬ 
division,  costs  or  deductions  Incurred 
with  respect  to  such  services  shall  con¬ 
sist  of  those  costs  or  deductions  which 
are  taken  into  account  under  paragraph 
(b)  (3)  of  9  1.482-2  in  determining  an 
arm’s  length  charge  for  such  services; 
sold  for  this  purpose  it  is  to  be  assiuned 
that  an  arm’s  length  charge  was  deter¬ 
mined  with  reference  to  such  costs  or 
deductions  under  such  pcuragraph, 
whether  or.  not  an  arm's  length  charge 
was  in  fact  determined  with  reference  to 
such  costs  or  deductions. 

(V)  Income  taxes.  The  deduction  for 
State  and  local,  and  foreign,  income,  war 
profits,  and  excess  profits  taxes  allowed 
by  section  164  shall  generally  be  con¬ 
sidered  definitely  related  to  the  items  or 
classes  of  gross  income  from  which  is 
derived  the  taxable  Income  on  which 
such  taxes  are  imposed. 

(vi)  Charitable  contributions.  The 
deduction  for  charitable  contributions 
allowed  by  section  170  shall  be  considered 
a  deduction  which  is  not  definitely  re¬ 
lated  to  any  item  or  class  of  gross  income 
tmless  it  was  Incurred  in  whole  or  in  ma¬ 
terial  part  as  a  resxilt  of.  or  Incident  to, 
the  taxpayer’s  trade  or  business.  For 
example,  if  a  corporation,  which  is  en¬ 
gaged  in  manufacturing  activities  in  city 
A  in  the  United  States  and  city  B  in  a 
foreign  coimtry,  claims  a  deduction  for  a 
contribution  to  the  Community  Chest  of 
city  A,  such  deduction  shall  be  considered 
to  be  definitely  related  to  the  items  or 
classes  of  gross  income  generated  by  its 
manufacturing  activities  in  dty  A. 

(vil)  Certain  other  expenses.  The 
following  are  examples  of  deductions 
which  shall  generally  be  considered  de¬ 
ductions  which  are  not  definitely  re¬ 
lated  to  any  item  or  class  of  gross 
income:  the  deduction  allowed  by  section 
164  for  real  estate  taxes  on  a  personal 
residence  or  for  sales  tax  on  the  purchase 
of  items  for  personal  use;  the  deduction 
for  medical  expenses  sdlowed  by  section 
213;  and  the  d^uction  for  alimony  pay¬ 
ments  allowed  by  section  215. 

(4)  Apportionment  of  deductions — (i) 
When  d^uctions  are  definitely  related 
to  more  than  one  item  or  class  of  income. 
Where  a  deduction  must  be  apportioned 
imder  subparagraph  (2)  (i)  of  this  para¬ 
graph  between  or  among  two  or  more 
items  or  classes  of  gross  Income,  such  ap¬ 
portionment  shall  be  made  on  a  reason¬ 
able  basis  considering  the  particular 
characteristics  of  the  activities  produc¬ 
ing  such  items  or  classes  of  gross  income 
and  the  relative  benefit  of  such  activities 
to  such  items  or  classes  of  gross  income. 
While  the  use  of  one  or  more  bases  may 
be  appropriate  in  measuring  the  relative 
benefit  under  the  circumstances,  in  es¬ 
tablishing  the  method  of  apportionment, 
appropriate  consideration  should  be 
given  to  all  bases  and  factors,  including 
for  example,  the  amount  of  each  class  or 
item  of  gross  Income;  the  gross  sales  or 
receipts  attributable  to  each  such  item  or 
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class  of  gross  income;  and  the  expenses 
incurred,  assets  used,  salaries  paid,  space 
utilized,  and  time  cadent,  which  are  at¬ 
tributable  exclusively  to  each  such  item 
or  class  of  gross  income.  If  a  taxpayer 
has  employed  in  a  consistent  manner  a 
method  of  apportionment  which  is  rea¬ 
sonable  and  in  keeping  with  sound  ac¬ 
counting  practice,  such  method  will  not 
be  disturbed. 

(ii)  When  deductions  are  not  defi¬ 
nitely  related  to  any  item  or  class  of  in¬ 
come.  Where  a  deduction  must  be  ap¬ 
portioned  under  subparagraph  (2)  (ii)  of 
this  paragraph  among  all  items  or  classes 
of  gross  income,  it  shall  be  apportioned 
ratably  among  such  items  or  classes  of 
gross  income  in  the  same  proportion  that 
the  amount  of  each  such  item  or  class  of 
gross  income  bears  to  the  amount  of  all 
such  items  or  classes  of  gross  income. 

(5)  Illustrations.  The  application  of 
this  paragraph  may  be  illustrated  by  the 
following  examples : 

Example  {!).  (a)  Domeatic  corporation  D 
is  engaged  in  two  biuineaees  within  the 
Unted  States.  The  first  is  the  manufacture 
and  sale  at  retail  of  clothing;  and  the  second, 
the  purchase  and  sale  of  cotton  and  other 
commodities.  Of  the  expenses  incurred  by 
D  during  the  taxable  year,  $60,000  of  selling 
expense  is  incurred  within  the  meaning  of 
paragraph  (b)  (2)  (1)  of  1 1.482-2  for  the  ben¬ 
efit  of  F,  its  adioUy  owned  foreign  subeidlary; 
and  under  paragraph  (b)  (3)  of  1  1.482-2 
those  expenses,  together  with  $40,000  of  in¬ 
direct  expenses  incurred  for  executive  sal¬ 
aries,  rents,  utllllltles,  and  by  the  personnel, 
accoimUng,  and  other  supporting  depart¬ 
ments,  would  have  been  taken  into  account 
in  determining  an  arm’s  length  charge  for 
such  services  if  F  had  not  reimbursed  D  for 
all  of  such  expenses.  In  addition  to  reim¬ 
bursing  D  the  sum  of  $100,000  to  cover  such 
expenses,  F  pays  to  D  a  dividend  of  $00,000 
during  the  taxable  year.  The  remaining  ex¬ 
penses  incurred  by  D  during  the  taxable  year 
are  incurred  in  whole  or  in  material  part  as 
a  result  of.  or  incident  to,  its  two  businesses 
carried  on  in  the  United  States,  or  are  related 
to  expenses  so  inciured,  except  for  a  minimal 
amoimt  of  accounting  department  expense 
inciured  upon  the  receipt  of  the  dividend. 

(b)  The  $100,000  of  expenses  which  would 
have  been  taken  into  account  under  para- 
gri^Jh  (b)  (3)  of  {  1.482-2  in  determining  an 
arm's  length  charge  for  services  and  which 
were  reimbursed  by  F  are  considered  under 
subparagraph  (3)(lv)  of  this  paragraph  as 
definitely  related  only  to  that  reimburse¬ 
ment.  Since  all  of  the  ranalning  expenses 
of  D  are  allocated  to  the  income  from  IXs 
United  States  businesses,  none  of  D's  deduc¬ 
tions  for  expenses  incurred  are  i^portloned 


to  the  dividend  received  from  F.  This  Is 
true  even  though  the  portion  of  the  expenses 
which  are  allocated  to  the  income  tiom  D'S 
business  of  manufacturing  and  selling  cloth¬ 
ing  cannot  clearly  be  separated  from  the 
portion  of  the  expenses  which  ere  allocated 
to  the  income  from  Its  business  of  buying 
and  selling  commodities. 

Example  12).  Assume  the  same  facts  as  in 
example  (1)  except  that  D  sells  outside  the 
United  States  a  portion  of  the  commodities 
which  it  purchases.  Pursuant  to  subpara¬ 
graph  (2)  (1)  of  this  paragraph,  or  to  the 
principles  of  such  sut^jaragrai^  as  made 
applicable  by  pcuagraph  (c)  of  1  1.863-1,  in 
determining  the  taxable  income  from  souroes 
within  the  United  States  resulting  from 
commodity  sales,  there  shall  be  allocated  to 
the  gross  income  from  the  commodity  sales 
made  in  the  United  States  the  expenses 
which  are  definitely  related  to  those  specific 
sales,  together  with  a  portion  of  the  expenses 
whl(^  are  definlt^y  related  both  to  the  in¬ 
come  from  commodity  sales  made  in  the 
United  States  and  to  the  Income  fran  com¬ 
modity  sales  made  outside  the  United  States, 
and  a  portion  of  the  expenses  which  are  defi¬ 
nitely  related  both  to  the  income  from  the 
business  of  manufacturing  and  selling  cloth¬ 
ing  and  to  the  income  from  the  business  of 
buying  and  selling  commodities.  For  ex¬ 
ample: 

(a)  Foreign  cable  expense  which  is  defi¬ 
nitely  related  solely  to  the  income  from 
commodity  sales  made  outside  the  United 
States  shall  be  allocated  solely  to  that  in¬ 
come; 

(b)  The  salary  and  indirect  expense  as¬ 
sociated  with  an  employee  whose  sole  re¬ 
sponsibility  relates  to  the  business  of  buying 
and  selling  commodities  shall  be  allocated 
solely  to  the  income  from  such  trading  op¬ 
erations,  and  then  shall  be  apportioned  on 
some  reasonable  basis  between  the  inomne 
derived  from  sources  within,  and  the  income 
derived  from  souroes  without,  the  United 
States  as  a  result  of  such  trading; 

(c)  The  salary  and  indirect  expense  as¬ 
sociated  with  the  vice  president  in  charge 
of  manufacturing  shall  be  allocated  solely 
to  the  income  from  the  business  of  manu¬ 
facturing  and  selling  clothing,  and  no  part 
oi  such  salary  and  indirect  ,  expense  shall  be 
allocated  to  the  income  from  the  business 
of  buying  and  selling  commodities; 

(d)  Absent  unusxial  circumstances,  the 
salary  and  indirect  expense  associated  with 
the  treasiirer  concerned  with  both  businesses 
shall  be  allocated  solely  to  the  income  de¬ 
rived  from  such  businesses,  and  then  shall 
be  apportioned  on  some  reasonable  basis 
between  the  income  derived  from  sources 
within,  and  the  income  derived  from  soixrces 
without,  the  United  States  as  a  result  of 
such  business  operations;  and 

(e)  None  of  D’s  deductions  tor  expenses 
shall  be  app<xtloned  to  the  dividend  received 
from  F,  and  the  $100,000  of  eiq>enses  taken 


into  account  under  paragraph  (b)  (3)  of 
i  1.482-2  in  determining  an  arm’s  length 
charge  for  the  services  performed  for  F  shall 
be  allocated  solely  to  the  $100,000  reim¬ 
bursement  received  from  F. 

Example  (3).  Assume  the  same  facts  as  In 
example  (1)  except  that  O  Incurs  the  fol¬ 
lowing  expenses  idiich  are  not  taken  into 
account  for  piuposes  of  that  example: 


Salary  of  Dt  piesldent _ $20,000 

Interest  expense  incurred  on  general 

indebtedness _ _  60, 000 

Attnney’s  fees  relating  to  prepara¬ 
tion  of  DU  United  States  income 

tax  return _  8, 000 

Expenses  of  meetings  of  board  of  di¬ 
rectors  and  shareholders _  12,000 


Assiune  further  ttuit  D’s  president  has  gen¬ 
eral  responsibility  not  only  for  the  conduct 
of  D’s  businesses  but  also  for  the  supervision 
of. Its  investment  In  F.  The  president’s  sal¬ 
ary,  together  with  the  indirect  expenses  re¬ 
lated  thereto,  and  the  interest  expense 
incurred  on  general  indebtedness  shall  be 
apportioned  pursiunt  to  subparagraph  (4)  (1) 
of  this  paragraph  on  some  reasons  hie  basis 
to  all  Items  or  classes  of  gross  income  of 
D,  incltiding  the  divMend  income.  The  re¬ 
mainder  of  the  deductions  described  in  this 
example  shall  be  ratably  apportioned  pur¬ 
suant  to  subparagraph  (4)  (11)  of  this  para¬ 
graph.  on  the  basis  of  gross  Income,  among 
all  lt«ns  or  classes  of  gross  Income  of  D, 
including  the  dividend  income. 

Example  (4).  Domestic  corporation  D. 
which  is  engag^  in  trade  or  business  within 
the  United  States,  receives  for  the  taxable 
year  gross  Income  from  all  souroes  in  the 
amount  of  $180,000,  one-fifth  of  vdiich 
($36,000)  is  from  sources  within  the  United 
States.  Ihe  remainder  of  the  gross  Income 
is  from  sources  without  the  United  States. 
The  deductible  expenses  for  the  taxable  year 
amount  to  $78,000.  Of  these  expenses,  the 
amount  of  $8,000  Is  allocated  under  subpara¬ 
graph  (2)(1)  of  this  paragraph  to  the  in¬ 
come  from  sources  within  the  United  States, 
and  the  amount  of  $10,000  is  determined 
under  subparagraph  (8)  of  this  paragraph 
to  constitute  deductions  which  are  not  defi¬ 
nitely  related  to  any  item  or  class  of  gross 
income.  The  taxable  income  from  sources 
within  the  United  States  is  determined  to  be 
$26,000,  that  is.  $36,000  less  the  sum  of  $8,000 
and  $2,000.  The  deduction  of  $2,000  consists 
of  the  amount  determined  by  ratably  appor¬ 
tioning  under  subparagraph  (4)  (11)  of  this 
paragrajA,  to  the  Inccxne  from  souroes  within 
the  United  States,  the  amount  the  ex¬ 
penses  which  are  not  definitely  related  to 
any  item  or  class  of  gross  income  ($10,000 
X$36,000/$180,000).  The  taxaMe  Income 
from  souroes  arlthout  the  United  States  la 
determined  to  be  $76,000  ($144,000—  ($60,000 
-h  ($10,000  X  $144.000/$180,000)  )  ) . 

•  s  •  s  s 

(FA.  Doc.  66-8466;  Filed.  Aug.  1.  1066; 

10:14  am.] 
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Agencies  in  this  iarae — 

The  President 

Agricultural  Research  Service 
Atomic  Energy  Commission 
Civil  Aeronautics  Board 
Cfvll  Service  Commission 
Consumer  and  Marketing  Service 
Federal  Aviation  Agency 
Federal  Communications  Commission 
Federal  Maritime  Commission 
Federal  Reserve  System 
Food  and  Drug  Administration 
Immigration  and  Naturalization 
Service 

Interior  Department 
Interstate  Commerce  Commission 
Land  Management  Bureau 
Maritime  Administration 
Public  Health  Service 
Reclamation  Bureau 
Tariff  Commission 
Treasury  Department 
United  States  Arms  Control  and 
Disarmament  Agency 
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